AD- A 1 38  218  MOBILIZATION  AND  DEFENSE  MANAGEMENT  TECHNICAL  REPORTS 
SERIES  THE  IMPACT  0. . (U)  INDUSTRIAL  COLL  OF  THE  ARMED 
FORCES  WASHINGTON  OC  G  L  SMITH  ET  AL .  MAY  83 
UNCLASSIFIED  NDU/ICAF -83/043  F/G  5/1 


SECURITY  CLASSIFICATION  of  This  pace  'When  Data  Entered) 


REPORT  DOCUMENTATION  PAGE 


4.  TITLE  'and  Subtitle) 

THE  IMPACT  OF  A  MILITARY  CRISIS  UPON  FEDERAL 
FINANCE  AND  THE  U.S.  FINANCIAL  NETWORK 


READ  INSTRUCTIONS 
BEFORE  COMPLETING  FORM 


3.  RECIPIENT'S  CATALOG  NUMBEP 


lx  V 


5.  type  of  report  &  period  covereo 


MSP  #29,  AY  82/83 


6.  performing  org.  report  number 


.  AUTHORS; 

CAPT  G.  L.  SMITH,  USN 
CAPT  R.  B.  CURTIS,  USN 
CDR  G.  K.  HAMILTON,  USN 


9-  performing  organization  name  and  address 

INDUSTRIAL  COLLEGE  OF  THE  ARMED  FORCES 
FORT  LESLEY  J.  MC  NAIR 
WASHINGTON,  DC  20319 


II.  CONTROLLING  office  name  and  address 
INDUSTRIAL  COLLEGE  OF  THE  ARMED  FORCES 
FORT  LESLEY  J.  MC  NAIR 
WASHINGTON,  DC  20319 


14  MONITORING  AGENCY  NAME  4  ADORESSfif  di/terant  from  Controlling  Office; 

NATIONAL  DEFENSE  UNIVERSITY 
FORT  LESLEY  J.  MC  NAIR 
WASHINGTON,  DC  20319 


16  DISTRIBUTION  STATEMENT  rot  this  Report) 

UNLIMITED  APPROVAL  FOR  PUBLIC  RELEASE 


8.  Contract  or  grant  numbers; 


to.  program  element,  projel 

AREA  4  WORK  UNIT  NUMBERS 


12.  REPORT  DATE 

MAY  1983 


13.  NUMBER  OF  PAGES 


is.  SECURITY  CLASS,  f of  this  report) 


UNCLASSIFIED 


1S«.  DECLASSIFICATION  DOWNGRADING 
SCHEDULE 


17  DISTRIBUTION  STATEMENT  'ot  the  abstract  entered  in  Block  20,  It  different  from  Report) 


19.  KEY  WOROS  rConrinue  on  reverse  side  if  necessary  and  identify  by  block  number: 


ABSTRACT  'Continue  on  reverse  side  If  necessary  end  Identify  by  block  number)  , 

A  significant  aspect  of  successful  mobilization  Is  the  government  s  ability 
to  finance  defense  expenditures  without  debilitating  the  nation's  production 
base.  This  paper  reviews  finance  and  stabilization  efforts  in  past  conflicts; 
considers  methods  of  crisis  finance  under  current  economic  conditions; 
highlights  the  problems  and  possible  costs  of  financing  a  major  war;  and 
reviews  government  planning  for  such  a  crisis. 


DO  1  JAN  73  1473  COITION  OF  1  NOV  «S  1$  OBSOLETE 


SECuRity  Classification  OF  This  PAGE  'When  Data  Entered) 


THE  INDUSTRIAL.  COULEES  OF  THE  ARMED  FORCES 
NATIONAL  DEFENSE  UNIVERSITY 


MOBILIZATION  STUDIES  PROGRAM  REPORT 

THE  IMPACT  OF  A  MILITARY  CRISIS  UPON  FEDERAL  FINANCE 
AND  THE  U.  S.  FINANCIAL  NETWORK 

by 

SESALD  L.  SMITH,  CAPT,  USN 
RICHARD  B.  CURTIS,  CAPT,  USN 
SERALD  K.  HAMILTON,  CDR,  USN 


A  RESEARCH  REPORT  SUBMITTED  TO  THE  FACULTY 

IN 

FULFILLMENT  OF  THE  RESEARCH 
REQUIREMENT 


RESEARCH  SUPERVISOR*  DR.  DONALD  L.  LOSMAN 
THE  INDUSTRIAL  COLLEGE  OF  THE  ARMED  FORCES 


MAY  1983 


Accession  For 

NT  IS  GRAM 

DTIC  TAB 

Unannounced 

□ 

Justification — 

By - - - 

Distribution/ 


Availability  Codes 
“  Avail  and/or 
Dist  Special 


D I SCLA I WER-ABST A I NER 


This  research  reoort  rvaritvntf  th*  vi«ms  of  the  author*  and  do** 
not  necessarily  r*f l*ct  th*  official  opinion  of  Th*  Industrial 
Co ll*g*  of  tn*  Armed  Forces,  th*  National  0*f*ns*  University,  or 
th*  O*oartm*nt  of  Defense. 

This  document  is  tn*  oroo*rty  of  th*  Unit*d  States  Government 
and  is  not  to  P*  r*oroduc*d  in  whole  or  in  part  without 
permission  of  the  Commandant,  The  Industrial  College  of  the  Armed 
Forces,  Fort  Lesley  J.  McNair,  Washington,  D. C.  29319. 


ABSTRACT  OF  STUDENT  RESEARCH  REPORT 

INDUSTRIAL  C0LLE8E  OF  THE  ARMED  FORCES 

NAME  OF  RESEARCHER  [Si 

4...  *  *  *V?V 

“2  -  -..«•<  ,  *T* 

<e»w  U  •  ••  •  ^  Kmm  *  mD  f  «MAI 

■  »  «•  •  •«  •  t 

TITLE  OF  REPORT 

The  Impact  of  a  :tilitary  Crisis  Opon 
Jederal  Dinar  ca  and  The  'J.3.  "inaacia  , 
ITetwork 

SECURITY  CLASSIFICATION  OF  REPORT 

...  .... 

.nc-azsdziac 

REPORT  NUttlER 

MSP  #29 

1 

ABSTRACT 


Trc'claa  Statement:  A  significant  aspect  of  successful  mobilization  is  the  govern* 
cents  ability  to  finance  defense  expenditures  ‘Without  debilitating  the  nations 
production  case.  This  paper  reviews  finance  and  stabilization  efforts  in  past 
conflicts;  considers  nethcds  of  crisis  finance  under  current  economic  conditions  : 
highlights  the  problems  and  possible  costs  of  financing  a  major  war;  and  reviews 
government  planning  for  such  a  crisis. 

~ indinas/lcacluslcRs: 

1.  Tiraacing  a  najcr  crisis  would  be  substantially  acre  difficult  under  overrent 
economic  conditions. 

Z .  Considerable  difference  of  opinion  exists  between  agencies  regarding  methods 
of  finance  and  stabilization. 

3.  .All  methods  of  finance  and  stabilization  would  be  required  to  control  prices 
and  inflation. 

Direct  controls  may  be  required  at  the  outset  to  give  indirect  controls  the 
opportunity  to  become  effective. 

5.  Interest  rates  can  no  larger  be  controlled  as  in  WJ  II,  but  should  be  moni¬ 
tored  and  maintained  within  reasonable  limits. 

6.  Sound  economic  planning  and  inter-agency  coordination  would  be  essential. 

?.  Public  opinion  and  policy  timing  will  be  critical. 

eccmmendat  1  ons : 

1.  To  aid  other  agencies  in  planning,  the  Department  of  Defense  should  develop 
procurement  priorities  and  define  it's  mobilization  funding  requirements  oy 
fiscal  year  and  if  possible  by  quarter. 

2.  Instead  of  “11A,  the  White  House  staff /National  Security  Council  should 
initiate  further  high  level  economic  planning  and  coordination.  This  would 
better  involve  the  agency  principles  and  the  White  House  where  all  direction 
will  be  initiated  in  time  of  war. 

3.  Standby  tax  and  control  legislation  should  be  enacted  before  a  crisis 
develops. 
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Thia  stucy  analyces  tne  impact  of  a  arotrictso,  global  war 
on  the  U.  S.  Federal  pudget  and  the  financial  network  as  wall  as 
providing  recommended  measures  which  tna  government  could  taka  to 
lass an  tha  i mo act . 

Historically,  tna  conduct  of  war  has  provan  to  da  vary 
costly  m  terms  of  man,  machinas  and  money;  tha  actual  costs  hava 
usually  baan  much,  graatar  than  tna  nation’s  dacision  makars 
anticioatad  at  tha  onsat  of  the  crisis.  This  certainly  has  baan 
tha  case  during  our  nation’s  last  tnraa  major  conflicts.  World 
War  II,  Korea,  and  Vietnam.  The  United  States  has,  in  tha  past, 
chosen  to  finance  war  expenditures  predominately  by  borrowing 
from  tha  public  and  financial  inst itut ions.  This  policy  has  tha 
effect  of  deferring  tna  cost  of  tha  war  to  the  future  and  has 
contributed  in  no  small  part  to  tha  existing  public  debt  of  over 
*1  trillion.  A  protracted  world  war,  similar  in  magnitude  and 
length  to  WW  II,  could  result  in  defense  expenditures  in  excess 
of  S3  trillion,  three  times  tna  current  public  debt.  Defense 
soending  of  this  magnitude  will  obviously  require  extraord inary 
increases  in  production  throughout  tha  economy,  stimulated  by 
thoughtfully  conceived  policies  which  do  not  throw  the  nation 
into  economic  chaos. 

This  study  reviews  war  financing  and  economic  stabi 1 isat ion 
measures  of  ww  II,  Korea  and  Vietnam  with  an  eye  toward  the 
relevance  of  past  measures  in  today’s  environment.  Tha  period  of 
greatest  interest  is  ww  II.  Defense  expenditures  in  suooort  of  a 
future  war  and  attendant  Gross  National  Product  (GNP)  growth 
would,  more  than  any  other  example,  probably  parallel  WW  1 1  in 
terms  of  expansion  rates.  Many  differences  exist,  however, 
Between  1341  and  the  present.  The  world  has  shrunk  since  WW  II 
and  nations  are  now  economically  interdependent ;  exports  and 
imcorts  account  for  a  much  larger  portion  of  GNP  today.  Foreign 
currency  exchange  rates  were  fixed  in  tha  past;  today  tha  rates 
float  in  resoonst  to  market  conditions.  Tha  character  of  tha  ’J. 
S*  economy  has  sniftec  from  a  predominately  industrial  base  in 
1341  to  tha  present  day  mix  of  manufactur ing  and  services. 
Interest  rates  are  much  higher  today;  this  has  a  large  imoacc  on 
caoital  formation  for  industrial  expansion. 

ww  II  data  is  analyzed  in  this  study,  temoered  by  today’ s 
realities,  and  used  to  predict  a  hypothetical  ww  III  Federal 
audget.  From  this  a  hierarchy  of  oossibls  financing  measures  is 
develocec.  This  hierarchy  includes  a  mix  of  interest  rates 
considerat ions.  ouolic  borrowing,  increased  taxes,  credit 
controls,  wage  and  price  controls.  anc.  as  a  last  resort, 
rat icning. 

M-FfqgqrflspflatlQns..  Pivotal  to  tne  succsss  of 


government  -mancing  arc  assent  :al  to  tna  ecoftowsc  -salt-  of  tn* 
nation  during  a  futur*  war  is  t"«  iavelismeri-  anc  exacut  ion  of 
sound,  conersnt  ana  tcona matae  aolicies  urcer  tna  d  tract  ion  of  a 
Sii-iola  agency.  A  formal  organization  aresently  ax:s“s  for  crisis 
financing  wion  t na  Federal  Emergency  Management  Agency  CrS^fl) 
tasked  to  coorcinata  tna  act  1  v  1 1  i as  o  f  numerous  cecartments  and 
agencies.  Tha  formal*  on-aaoer,  organization  aaoears  to  be  tna 
extant  of  coordinated  alanning.  Treasur y,  tha  Feceral  Reserve 
and  Daoartmant  of  Defense  iDQD>,  in  tna  faca  of  present  cay 
orodiams.  aooear  to  hava  given  scant  thought  to  tna  orc'dlems  of 
financing  a  world  war.  Tha  alanning  that  has  occurred  is  far 
from  coordinated.  War  financing  olanning  and  coordination  would 
probably  be  taken  over  by  tna  3val  Qffica  snould  WU  III  braak 
out.  Tha  President’s  immadiata  staff  or  tha  National  Sacurity 
Council  should  hava  resoonsibil ity  for  such  planning  rather  than 
FEMfl. 


FEMA,  Treasury  and  tha  Faoaral  Reserve  all  indicatad 
considarabla  intarest  in  olanning  for  a  major  war  but  could  not 
bacausa  no  estimates  of  costs  for  such  a  contingency  ara 
forthcoming  from  DCD.  Again,  orasant  day  oroblamm  within  DCD  hava 
pravantad  tha  usa  of  reiourcM  for  olanning  for  an  uncertain, 
major,  orotracted  war.  Tha  conduct  of  such  planning  is  tha 
necessary  first  step  to  sound  financing  and  would  provide  insight 
into  the  economic  effects  as  wall  as  industrial  bottlenecks. 

In  alanning  for  W'M  III,  action  would  be  required  to  "hold 
tha  line"  or  reduce  transfer  payments.  These  oaymants  raorasant 
such  a  large  sort  ion  of  the  Federal  budget  that,  wnen  coupled 
with  raoidly  increasing  defense  expenditures,  could  pracioitata 
inflation  of  extreme  aroaortions. 


Chapter  1 


INTRODUCTION 


Th«  ordinary  »xo»n«t  of  the  greater  part  of  modarn 
governments  in  time  of  peace  baing  equal  or  naarly 
•Qu*l  to  thair  ordinary  ravanua,  whan  war  comas,  thay 
ara  both  unwilling  and  unable  to  incraasa  their  ravanua 
in  proportion  to  the  incraasa  of  thair  expense.  Thay 
ara  unwilling,  for  fear  of  offending  the  people,  who  by 
so  great  and  so  sudden  an  incraasa  of  taxes  would  soon 
be  disgusted  with  the  war?  and  they  ara  unable,  from 
not  wall  knowing  what  taxes  would  ba  sufficient  to 
produce  the  ravanua  wanted.  The  facility  of  borrowing 
delivers  them  from  the  embarrassment  wnich  this  fear 
and  inability  would  otherwise  occasion.  By  mans  of 
borrowing  they  ara  enabled,  with  a  very  moderate 
increase  in  taxes,  to  raise,  from  year  to  year,  money 
sufficient  for  carrying  on  the  war . 


Adam  Smith 

The  Wealth  of  Nations,  1776 

Writing  in  the  year  of  the  birth  of  our  nation,  Scottish 
economist  Adam  Smith  accurately  stated  what  has  turned  out  to  ba 
our  historic  policy  for  economic  mobilisation.  Ha  went  on  to 
condemn  what  ha  called  oarcatual  financing  — paying  only  the 
interest  on  debts.  If  inflation  had  bean  a  known  problem,  he 
qrobaclv  would  also  have  said  that, "  unless  crisis  financing  is 
dona  correctly,  it  is  highly  inf lat lonary ,  and  can  disruot  a 
national  economy  for  an  extenaed  period.’'  World  War  I  <WU  I>, 


with  extensive  borrowing  and  limited  (late)  controls,  caused  a 

33%  increase  in  :ha  cost  of  living  in  tne  Unitad  States.  In  WW  II 

we  did  sligntly  better;  a  higner  pareantaga  of  expenses  were 

financad  by  taxation,  and  with  implementat ion  of  diract  controls, 

consumer  pricas  nose  only  £9%  in  tha  longar  pariod  from  1333  to 

1343.  WW  II  cost  America  over  S300  billion  and  in  1343  and  1944 

t 

consumed  over  91%  of  tha  fadaral  budget.  Today,  full 
mobilisation  of  tha  economy  for  a  protracted  mult i— theater  war 
would  cost  several  trillion  dollars!  How  could  such  a  staggering 
amount  of  resources  be  diverted  from  an  economy  that  is 
struggling  to  meet  growing  social  demands  while  only  maintaining 
a  peacetime  force? 

Resources  are  finite;  consequent ly,  the  answer  liee  in 
maximisation  of  production  through  full  employment  and  by 
diversion  of  labor  and  capital  from  non— ee sent ial  portions  of  the 
civilian  sector.  Only  through  growth  in  national  income  and 
capital  formation  could  such  enormous  expenditures  be 
maintained.  Full  mobilisation  would  require  massive  capital 
investment  by  the  government  and  corresponding  real  growth  in  the 
srivate  sector.  However,  without  planning,  required  growth  in 
government  spending  of  over  a  hundred  percent  within  two  or  three 
years  would  result  in  total  fiscal  disequilibrium.  Even  with  a 

1*.  The  statistics  used  throughout  this  reoort  were  taken  from  the 
"Statistical  Abstract  of  the  United  States,"  and  the  "Economic 
Reoort  of  the  President,  "  port  ions  of  which  are  reproduced  as 
Appendix  A. 


plannee  crogram  of  balanced  revenue  measures  and  stabilization 
efforts,  crisis  finance  may  be  extremely  difficult  in  the  fiscal 
climate  of  the  136'3’s. 

As  Adam  Smith  forecast,  in  past  wars,  our  government  has 
historically  chosen  to  borrow  a  large  percentage  of  its  war 
expenditures,  transferring  the  financial  burden  to  the  investment 
sector  rather  than  to  wage  earners  directly.  In  World  War  II 
borrowing  worked  quite  well  because  interest  rates  were  able  to 
be  held  at  about  one  percent,  and  only  limited  competition 
existed  for  investment  funds.  Present  day  conditions  are 
different,  with  a  trillion  dollar  debt  and  budget  deficits  which 
already  consume  much  of  the  nation’s  investment  eaoital. 
Consequently,  demands  for  large  amounts  of  additional  capital 
could  force  interest  rates  up  rapidly,  bankrupting  thrift 
inst itut ions,  defense  sub-contractors,  and  possibly  many  of  the 
developing  nations. 

For  purposes  of  this  paper  we  define  a  military  crisis  as  a 
multi-theater  conventional  war  of  extended  duration,  requiring 
full  mobilization.  Some  limited  warning  (up  to  six  months)  would 
probably  precece  the  crisis.  Although  we  have  not  postulated  any 
pnysical  damage  to  the  U.  S.  infrastruet ure  —  wnich  would  make 
tne  problem  ever  more  difficult-—  we  could  expect  large  losses  in 
personnel,  equipment,  and  snipoing.  Due  to  tne  cost  and 
complexity  of  modern  weaeons  systems,  it  ie  difficult  to  envision 
building  the  quantities  of  ecuipment  constructed  in  WW  II, 


but 


? 


av®r.  an  soui'/alant  amount  of  f ir*t aowtr  in  .noaarn  Mtioons  woula  be 
extremely  costly.  The  exact  scanario  of  the  crisis  13  not 
janians ;  any  crisis  tnat  rscuir«s  doubling  th®  D®fans®  budget 
within  on®  y«ar  would  hav®  a  major  impact  on  tn®  financial 
ay st am. 

Th®  Questions  remain.  How  do  w®  fir\Ar\c9  a  major  military 
crisis  in  th®  138®’*?  Will  pa*t  revenue  policies  work  or  will  w® 

total  budg®t  dis®cuil ibrium  with  simultaneous  high  interest 
rates  and  hyperf  lat  ion?  What  would  b®  th®  impact  of  a  military 
crisis  upon  f®d®ral  f  inane®  arte  th®  U.  S.  financial  network? 

In  this  paper  w®  r®vi®w  financ®  and  stabilisation  efforts 
during  th®  last  tnr®®  wars;  consider  methods  of  crisis  financ®  in 
light  of  today’s  economic  conditions;  Highlight  some  of  th® 
problems  of  crisis  finance;  and  review  government  planning  for 
such  a  crisis.  This  pao®r  is  not  intended  to  provic®  the  final 
answers  to  th®s®  complex  Questions,  but  to  stimulate  thought  and 
planning  to  maximis®  tn®  effectiveness  of  our  nation’s  greatest 


weapon  —  our  economy. 


Chapter  2 


ECONOMICS  AND  DEFENSE 


Before  reviewing  crisis  finance  in  previous  conflicts,  a  brief 
discussion  of  federal  finance  and  stabilization  is  in  order. 

Si .  .  Satadisfl, .  msA JEIsmbb* 

With  the  geometric  growth  in  the  federal  debt,  many  private 
citizens  as  well  as  federal  government  agencies  are  becoming 
increasingly  alarmed  by  the  current  economic  conditions  and  the 
prosoects  for  future  growth  and  prosperity.  Proposed  solutions, 
which  are  sometimes  easily  envisioned  but  difficult  to  implement, 
include  a  reduction  in  federal  spending  wish  a  concurrent 
increase  in  federal  taxes. 

In  time  of  war,  the  concerns  are  much  the  same  regarding  the 
size  of  the  sub  lie  debt.  However,  the  solutions  are  not  so 
obvious.  A  clear  distinction  is  thar  a  major  mobilization  will 
recui-e  more,  not  less,  government  soencing.  A  primary  method  to 
finance  increased  defense  exsenditures  is  by  way  of  tax 


revenues. 


Ham*  indicat 


Taxation  larvis  iav«ral  surootas. 
that  zr.m  obvious  puraose  is  to  aay  the  bills.  Taxes,  if  imposed 
•quiraoly  on  all  classas  of  paopla  and  businesses,  Mill  spraad 
tn*  burden  among  the  current  gananation  which,  assuming  a 
"popular  war,"  should  ba  willing  to  pay  its  fair  shar*.  Haavy 
taxes  also  act  to  stabilize  inflation  by  reducing  consumer 
demand.  Funds  available  for  private  spending  are  reduced. 
Consequent ly,  buying  and  prices  are  also  kept  down. 

Taxes  can  be  levied  in  various  wayst  on  commodities  (excise, 
sales,  and  stamo  taxes),  on  corporate  profits,  and  on  personal 
income.  Personal  income  taxes  account  for  the  largest  portion  of 
tax  revenues. 

While  some  economists  would  argue  that  taxes  could  and 
should  be  the  sole  source  of  support  for  a  fully  mobilized  war 
effort,  historically  it  has  proven  impractical  and  infeasible  to 
inclement  such  a  heavy  tax  burden.  During  UU  II  for  example, 
taxes  accounted  only  for  approximately  49%  of  tne  total  war 
outlays.  The  reasons  for  this  are  numerous:  First,  heavy  taxes 
are  politically  unpopular,  and  may  be  a  disincentive  if  applied 
incorrectly  or  at  the  wrong  time.  Before  economic  growth  (which 
normally  accompanies  mobilization)  begins,  increased  taxes  would 
eat  into  current  spending  and  effect  standards  of  living.  But, 
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in  an  expanding  economy,  people  are  lass  effectec  sines  t axis  are 
applied  to  additional  income.  Seconc,  tne  American  political 
process  is  often  slow  and  cumoersome.  Any  meaningful  tax  program 
could  be  long  in  eoming.  Long  delays  would  inhibit  tne 
modi  1 i sat  ion  effort.  Lastly,  if  corporate  taxes  are  too  severe, 
business  will  have  little  or  no  incentive  to  produce  more  goods; 
and  the  economy  will  not  continue  to  grow.  Clearly  the  tax 
system  should  be  vigorous  enough  to  defray  a  large  measure  of  the 
costs  of  going  to  war,  and  to  help  stabilize  the  economy  while 
still  providing  enough  incentive  to  corporate  enterprises  to 
Insure  expansion  of  the  economy. 

In  satisfying  these  criteria  any  tax  program  will  come  up 
short.  Therefore,  when  outlays  exceed  government  income,  the 
alternative  is  to  borrow.  Federal  deficit  spending  has  numerous 
implications  for  the  economy,  deoending  upon  the  method  of 
borrowing  employed.  Funds  may  be  obtained  by  borrowing  from  the 
non-bank  public,  by  borrowing  from  the  commercial  banking  system, 
or  by  borrowing  from  the  Federal  Reserve  System.  The  Treasury  can 


also  "print  monsy, 
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understood  sy  the  public,  the  process  is  less  criticised.  The 
least  inflationary  process  is  borrowing  from  the  nonbank  public. 
3ut  trnis  method  is  not  without  problems  since  interest  rates  must 
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zm  sufficiently  high  to  entice  the  public  to  buy  oonds  rather 
than  spend  money  on  available  goods.  Sorrowing  from  commercial 
banks  lies  somewhere  between  tne  two  extremes.  The  choices  are 
varied  and  difficult  and  cannot  be  predicted  in  advance  of  a 
major  crisis.  The  choice  or  combination  of  choices  must  oe  fully 
integrated  with  coordinated  monetary  and  fiscal  policies. 

Scgpqgis-SlatiiliiaSias 

Cn  time  of  national  emergency,  the  federal  government  is 
generally  called  to  realign  national  priorities.  At  the  same 
time,  it  must  be  responsible  to  assist  in  the  regulation  of 
econoneic  activity  to  create  an  environment  for  economic  growth 
and  to  increase  the  overall  standard  of  living.  Within  these 
broad  guidelines,  a  primary  goal  is  to  utilize  various 
stabilization  measures  to  insure  wage  and  price  stability  and  to 
guard  against  an  unnessarily  high  rate  of  inflation  which  is  so 
often  the  result  of  a  major  mobi 1 izat ion  effort. 

The  government  has  at  its  disposal  two  broad  catagories  of 
stabilization  controls:  indirect  and  direct.  Indirect  controls  i 

include  various  monetary  and  fiscal  oolicies.  Fiscal  policies 
not  only  produce  revenues  and  finance  a  crisis,  but  also  they  may 
serve  as  a  stabilizing  mechanism  by  lowering  soendable  income  and 
reducing  aggregate  demand  in  tne  private  sector.  Soliciee  which 


allow  for*  ceficit  soenaing,  on  tnt  otn»r  Dana,  put  mors  money 
into  the  economy  anc  signif leant ly  ado  to  aggregate  aemand. 
Fiscal  policy  can  be  extremely  eff ective,  yst  it  cannot  be  rslisd 
upon  exclusively  because  of  imolemencat  ion  lags  and  oecause  it 
can  discourags  the  incentive  to  producs  if  taxes  become 
excessively  harsh. 

Monetary  policy,  which  is  administered  by  the  Federal 
Reserve  System,  regulates  the  money  supply  and  the  cost  of 
credit.  Monetary  policy  is  often  preferred,  but  it  is  limited  in 
its  extent  of  control  because  it  relies  on  the  free  market, 
utilizing  the  interaction  of  supply  and  demand. 

The  Federal  Reserve  can  regulate  the  money  supply  by  several 
methods.  It  can  regulate  the  amount  of  reserves  that  banks  are 
required  to  maintain.  It  can  change  the  discount  rates 
(interest)  it  charges  on  reserves  that  it  loans  to  commercial 
banks  or,  most  importantly,  the  Federal  Reserve  can  buy  and  sell 
government  securites  in  Open  Market  Qperations. 

Of  the  three  options,  changing  bank  reserve  requirements  is 
perhaps  the  most  powerful,  but  it  is  seldom  used  because  it  is  so 
powerful.  Changes  in  the  money  supply  and  the  magnitude  of  the 
change  are  difficult  to  control  or  fine  tune. 

Discounting  is  the  oldest  option  available  to  the  Fed  and, 
altnougn  it  is  used  often,  it  is  usually  used  in  conjunction  with 
other  policies.  It  is  normally  used  only  to  replace  deficient 


rasarvn  anc  net  as  a  nwenamsm  :o  create  or  ceolete  axecta 
’"•••’"ves.  Discounting  is,  tfisrtfor#,  a  secondary  metnod  of 
affecting  the  monay  suoply.  Tbs  initiativs  lias  with  the  mam bar 
bank  and  net  with  tna  Federal  Rasarva  which  cannot  force  a  member 
bank  to  borrow  if  it  choosas  not  to. 

Ooan  Market  Operations  ara  tha  most  commonly  usad  of  tha 
^•deral  Rasarva* s  monatary  tools.  By  buying  or  sailing 
sacuritias  tha  Board  can  diraetly  expand  or  contract  tha  mo  nay 
supply.  Tha  initativa  is  their*  and  thay  can  affact  tha  monay 
sucply  in  small  or  larga  doaaa  as  thay  saa  fit  for  purposas  of 
controlling  intarast  ratas  and/or  tha  rata  of  inflation. 

Monatary  policy  is  preferred  by  soma  aconomists  bacausa  it 
doas  not  intarfara  with  nerisal  markat  forcas.  Howavar,  lika 
fiscal  policy,  thara  ara  dalays  batwaan  racognition  of  a 
particular  problam  and  tha  affact  of  tha  corractiva  action.  By 
tha  tima  it  is  implamantad  it  may  lag  bahind  tha  aconomy  and,  in 
affact,  ba  dastabi 1 icing  bacausa  tha  policy  is  out  of  phasa  with 
actual  conditions. 

Although  vary  affactiva  in  paacatima,  monatary  policy  by 
itsalf  has  little  affact  on  inflation  during  a  major  mobilization 
uni ass  mcnay  is  so  tight  that  total  aconomic  output  is  savaraly 
reduced.  For  that  reason  fiscal  and  monatary  policy  is  normally 
combined  with  various  tyoes  of  direct  controls. 

Direct  measures  include  federally  imposed  ceilings  on  wages. 


prices,  arc  ran tss  rationing  of  consumer  goods?  allocations  of 
raw  materials:  ano  mandatory  settlement  of  laoor  disputes.  These 
measures  art  drastic,  mffm ctive,  and  cal  lad  on  only  whan  normal 
narkets  caaia  to  function  in  tha  faca  of  uncartainty  during  a 
national  criai*.  Diract  maasuras  ara  oftan  thougnt  of  as  "tools 
of  last  resort"  and  ara  employed  for  a  short  duration  to  achiava 
a  desired  affact.  They  ara  extremely  difficult  to  administer 
•quit ably.  Extensive  man oo war  is  raquirad  and  tha  administrat iva 
costs  ara  high.  Additionally,  ovar  tima  eomplianca  arodas  and 
•nforcamant  costs  risa  pro grass ivaly.  Salactiva  credit  controls 
occupy  another  separata  but  related  category.  Although  diract  in 
their  application,  thay  are  usually  considarad  to  be  an  adjunct 
to  monetary  policy.  Credit  controls,  however,  ara  no  longer  tha 
axel us iva  domain  of  tha  Federal  Reserve.  In  any  event,  their  use 
during  war-time  has  assisted  in  tha  reallocation  of  resources 
away  from  tha  private  sector  so  thay  could  be  used  in  tha  defense 
effort.  Recant  experience  indicates  credit  controls  can  have  a 
powerful  braking  affect  on  tha  currant  economy. 

In  attempting  to  stabilise  tha  economy  in  war— t ime,  history 
has  shown  that  while  diract  or  indirect  maasuras  both  tend  toward 
tha  same  result,  neither  type  of  measure  is  totally  affective  by 
itself. 

Each  national  emergency  was  unique  in  that  it  required  a 
different  set  of  tools  to  solve  a  different  array  of  problems. 
In  general,  however,  it  is  interesting  to  note  that  the  measures 


emcloysc  lie  along  a  continuum  from  tne  least  severe  monetary 
policy  to  the  moat  drastic  ar.d  precipitous  direct  Mage  and  price 
controls.  The  difficulty  is  in  eetermming  Mnat  economic 
conditions  require  what  combination  of  tools  along  tnat 
continuum,  and  Mnen  and  how  long  they  should  be  imolemented. 


Chapter  3 


MOBILIZATION  IN  PAST  CONFLICTS 
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Bafora  discussing  sconomic  modi I  izat  ion  in  World  War  Two  (WW  II), 
it  is  imoortant  to  undarstand  existing  policiss  and  conditions 
prior  to  Psarl  Harbor.  As  aarly  as  1937  ths  Fsdsral  Rttcrva  bagan 
to  taka  dirsct  action  to  isaintain  a  stabls  markat  in  govamaant 
sacuritias.  By  buying  or  sailing  ralativaly  larga  blocks  thay 
wars  abla  to  stabiliza  tha  yislds  on  both  long  and  short  tan* 
govarnmant  sacuritias,  and  to  soma  axtant,  high  grada  corporata 
bonds.  Aftar  tha  start  of  tha  war  in  1939,  tha  Fadaral  Rasarva 
also  initiatad  a  policy  of  par  valua  loans  on  govarnmant 
sacuritias  to  both  raambar  and  nonmambar  banks  at  a  prafarantal 
rata  of  t*. 

On  tha  day  aftar  Paarl  Harbor  tha  Board  of  Sovanors  assurad 
tha  country  that  thay  could  and  would  supply  tha  Traasury  with 
all  tha  monay  it  naadad: 

Tha  axisting  suooly  of  funds  and  bank  rasarvas  is 
fully  adacuata  to  maat  all  prasant  and  prospactiva 
naads  of  tha  govarnmant  and  of  privata  activity.  Tha 


Rasarva  System  has  powars  to  add  to  thsss 
resources  to  whataver  extant  may  as  required  in  ths 
futur*.  Ths  System  is  prsoarsd  to  uss  its  ooMsrs  to 
assure  that  an  amols  supply  of  funds  is  avai labia  at 
all  times  for  financing  tns  war  sffort  and  to  exert  its 
influsnes  toward  maintaining  conditions  in  ths  Unitad 
Statss  Govsrnmsnt  sscurity  markat  that  ara  satisfactory 
from  ths  standaoint  of  ttha  Govarnmants  requirewtents. 


3.2  World  War  II 

In  April  1942  tha  Fsdaral  Rasarva  banks  began  a  policy  of 

purchasing  at  a  <9.38%  discount  rata,  all  of  tha  Traasury  bills 

of farad  to  than.  By  August  1942  thay  also  of farad  sallars  tha 

option  to  buy  back  aqual  puantitias  at  tha  same  rata.  This 

•ffactivaly  froze  tha  yiald  on  Traasury  bills  at  0.38%  and  mad a 

than  naarly  as  liquid  as  cash.  Similar  action  was  also  takan  for 

longar  term  govarnmant  securities,  but  tha  slightly  higher  raters 

wars  not  as  precisely  fixed.  Chandler  called  such  a  policy  a 

“low— yiald  govarnmant  security  standard, "  and  fait  that  tha 

Federal  Rasarva  not  only  lost  control  over  tha  money  supply  but 

4 

also  over  tha  types  and  maturities  of  its  govarnmant  holdings. 

2.  Board  of  Governors.  Annual  Report.  (Washington:  1941),  p.  1. 
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1940-1948. (New  York:  rtarper,  1951)  p.  191-192. 
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It  is  important  to  not*  that  tn*  nat ion  haa  not  yet  fully 


recoverea  from  rn*  d«or«fs:on  by  1933.  Th*  3nP  Mas  *30.9  pillion, 
still  only  3fl  %  of  tn*  1929  GNP.  More  than  3  million  Americans 
rcmainac  unemployed.  Finally,  du*  to  inersasas  in  d*f*ns* 
spending,  and  tn*  start  of  tn*  land  l*as*  program  th*  economy 
started  to  grow.  Federal  expenditures  grew  from  *a. 9  billion  in 
1939  to  a  maximum  of  *35.5  billion  in  1944.  This  hug*  growth  in 
government  spending  Mas  of  course  th*  largest  contributor  to  th* 
growth  in  tn*  economy  and  to  inflationary  pressure.  Per  capita 
income  grew  from  *515  in  1333  to  *1215  in  1943.  In  th*  same 
period,  personal  consumption  nearly  doubled.  The  shortage  of 
durable  goods  caused  personal  savings  to  increase  from  *2.2 
billion  to  a  high  of  *36.6  billion  in  1344. 

It  is  interesting  to  not*  that  du*  to  th*  Federal  Reserve’s 
policy,  interest  rates  remained  constant  at  a  prime  rat*  of  1.5% 
throughout  this  entire  1333-1345  period.  But,  by  1341  once 
industry  started  to  approach  capacity  and  unemployment  had 
drooped,  inflation  started  growing,  reaching  10.6%  in  1342. 


Ten  days  after  Pearl  Harbor,  th*  President  brought  labor  and 
management  together  to  form  a  no— strike,  no-lockout  agreement 
which  would  las?  throughout  th*  war.  To  implement  this 
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underst adding,  Executive  Order  3017  estaolisned  the  Nat ionel  War 
Labor  5oard  (NWLS) .  The  board  was  given  authority  over  Mage 
issue*  under  its  jurisdict ion,  but  no  saecific  mention  Mas  made 
of  Mage  control  or  stab ilizat ion. 

After  an  initial  delay,  and  considerable  political  haggling, 
a  price  control  bill  Mas  passed  in  January  1342.  This  bill,  the 
Emergency  Price  Control  Act  of  1343  authorized  the  establishment 
of  "generally  fair  and  equitable"  price  ceilings  based  upon 
existing  prices  in  October  1341.  Unfort unately  Mage*  Mere  not 
included  and  farm  price  ceilings  at  a  110%  of  parity  Mere  to 
prove  ineffective. 

In  April  1342,  in  an  effort  to  increase  controls,  the 
President  sent  a  "seven  point  ant i-inf lat ion"  message  to 
Congress.  It  called  for:  1.  heavier  taxation,  both  personal  a no 
corporate;  2.  an  overall  ceiling  on  prices  and  rents;  3.  Mage 
staoi lizat ion;  4.  stabilization  of  farm  prices,  mnd  restoration 
of  parity  instead  of  110%  of  parity  as  the  ceiling;  S.  an 
expanded  Mar  savings  program;  6.  rationing  of  essential 
commodities;  and  7.  discouragement  of  credit  and  installment 
buying  and  encouragement  of  debt  retirement.  Of  these  only  farm  » 

price  ceilings  and  tax  oolicies  required  congressional  action. 

To  implement  the  price  ceiling,  the  Office  of  Price 
Administrat ion  (CPA)  issued  tne  General  Maximum  Price  Regulation 
and  a  series  of  rent  control  orders  by  area.  The  "General  Max" 
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applied  to 


300c*  (and  sirvicM  connected  to  commodities)  at  all 
levels  unless  covered  by  seoarace  regulation  or  specifically 
•ximptea.  Prices  Mere  frozen  at  tne  highest  levels  for  similar 
or  icentical  goods  as  of  haren  Again  there  were  important 
exemotions,  mainly  salaries.  Mages  and  natural  farm  products, 
“General  Max, "  Mas  followed  by  numerous  other  individual 
regulations  which  put  most-  commodity  and  consumer  service  fields 
under  controls. 

However,  Mithout  a  real  freeze  on  wages  and  without  control 
of  food  and  farm  prices  the  freeze  was  not  effective  in  stopping 
inflation.  There  was  continued  pressure  for  wage  increases  and 
in  July  1942,  the  NWUG  issued  a  decision  allowing  wages  to 
increase  13*  to  match  cost  of  living  increases  which  had  occured 
since  January  1341. 

There  was  considerable  effort  at  cross  purposes  among  the 
various  agencies.  For  example,  the  NWL3  was  interested  in 
providing  an  adequate  supply  of  labor  to  the  defense  industry, 
regardless  of  cost;  while  CPA  was  trying  to  control  production 
costs  and  consumer  prices.  CPA  was  forced  to  jumo  from  crisis  to 
crisis  and  it  became  obvious  that  additional  action  was 
recuirsd.  In  Septemoer  the  President  requested  authority  to 
stabilize  the  cost  of  living  including  the  price  of  all  farm 
commodities.  Congress  rssponded  a  month  later  with  tne 
Stadi 1 isat ion  Act  of  1942.  This  act  cirecteo  the  President  to 
issue  a  general  order  stabilizing  pr icss,  wages,  and  salaries 
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affecting  tne  cost  of  living  at  tn«  level  of  15  September  1942, 


aa  far  aa  practicaoi*.  Tn*  NWLS  mas  given  authority  over  Mag* 
rates,  and  authorization  mas  finally  granted  to  control 
agricultural  prices  at  parity. 

Th*  Pr*aid*nt  immediately  cr*at*d  th*  Office  of  Economic 
Stabi 1 i rat  ion  (OES).  Th*  QES  Mas  taak*d  to  d*v«lop  a 
comprtnsnsivt  national  sconomic  policy  relating  to  th*  control  of 
civilian  purchasing  pow#r,  pric**,  r*nt»,  wag**,  salari**, 
profits,  rationing,  aubaidi**  and  all  r*lat*d  mattar*.  In  ord*r 
to  carry  out  hi*  tasks,  th*  Director  of  Economic  Stabilization 
was  grant*d  authority  to  issu*  policy  direct iv*s  to  f*d*ral 
departments  and  agencies.  Even  thi*  act  did  not  halt  the 
inflationary  spiral,  and  in  April  1943  th*  President  issued  a 
"Hold  th*  Line**  order  directing  all  stabilization  agencies  to 
tak*  action  to  establish  more  definite  policies  and  better 
coordination  of  wag*  and  pric*  controls.  In  May  1943  th*  Qffic* 
of  War  Mobilization  was  established  to  provide  top  level 
coordination  for  all  economic  mobilization  efforts.  Finally, 
nearly  a  year  and  a  half  after  Pearl  Harbor  th*  administrative 
apparatus,  the  political  will,  and  the  controls  were  in  place  to 
nold  th*  line  on  inflation. 

Unfortunately,  when  the  war  ended,  controls  were  viewed  as 
pare  of  th*  war  effort  and  were  removed  too  quickly,  long  before 
the  economy  was  capable  of  meeting  the  cent  uo  demand  for 

This  resulted  in  another  inflationary  cycle 
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consummer  goods 


worst  than  that  txatritncsd  during  the  war. 


3.  4  ^crta 

"The  Korean  Conflict  was  ths  last  of  tha  long  lins  of  America* s 

wars  to  orovs  an  unquest ionabls  plus  for  ths  economy.  But  it  was 

also  ths  first  of  America's  wars  not  needed  as  an  sxcuss  for 

3 

sconomic  managsmsnt."  Unliks  WW  II,  ths  Korsan  War  bsgan  at  a 
tims  whsn  ths  government  was  trying  to  achisvs  full  employment 
(ths  unemployment  rats  was  S. 4*>  and  ths  sconomy  was  opsrating  at 
Sid*  capacity.  Although  it  was  only  a  limited  local  war  on  a 
single  front,  it  was  nevertheless  a  full  scale  sconomic  war  in 
which  the  full  sconomic  strength  of  ths  Nation  was  brought  to 
bear.  Initially,  ths  production  capacity  of  war  materials  far 
outstripped  demand.  Inflation  was  quickly  out  of  control  as 
there  was  no  precipitous  calamity  like  Pearl  Harbor  to  force  the 
country  into  immediate  wartime  controls. 

There  was  strong  resolve  to  show  that  the  American  economy 
could  simultaneously  support  the  high  standard  of  living  that  was 
achieved  in  the  wake  of  WW  II  and  the  high  costs  of  the  Korean 
War.  Prior  to  the  outbreak  of  hostilities  the  defense  budget 
stood  at  si>  billion  and  it  was  being  threatened  with  a  reduction 

3.  £1  lot  Janeway, ItMl 
2ol 1 ar.  (New  Yorks  Weyorignt  and  Talley,  1368),  p.  821 
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of  *£  billion.  Irr  Seotember  133(2,  the  President  atkta  Congress 
for  a  *17  billion  *uooi amenta!  and  followed  it  with  anotner 
request  for  *19  billion  m  November.  Between  1932  and  1933  the 
consumer  orice  index  (CPI )  rose  13:*,  with  over  a  6*  rise  in  the 
first  year  of  the  war.  Also,  in  that  same  year,  wholesale  prices 
rose  by  1*2  *. 

The  Defense  Support  Program,  which  was  designed  to  broaden 
the  base  of  the  economy  to  support  guns  and  butter,  created  a 
backlash  wnich  added  to  inflation.  The  psychological  impact  of 
controls  increased  the  demands  for  more  money,  men,  and  goods, 
which  in  turn  required  the  impiementat ion  of  more  controls.  The 
incentive  was  to  expand  first  without  really  worrying  about  the 
actual  demand.  The  amount  of  money  in  circulation  increased 


similar  to  that  during 


II.  The  excess  liquidity  enabled  some 


aeople  to  buy  and  hoard  many  goods  as  a  reaction  to  each  new  war 


scare. 


The  effects  of  inflation  in  tne  U.  S.  were  felt  world  wide. 
The  U.  5.  favorable  balance  of  trade  enabled  an  almost  unlimited 
purchase  of  necessary  goods  from  foreign  markets  at  almost  any 
price. 


Initially  the  position  of  the  Federal  Reserve  was,  as  in  WW 
II,  to  be  the  financial  agent  of  the  Treasury.  Early  on,  only 
indirect  controls  were  tried.  Selective  credit  controls  imooeed 


s 

by  tha  Sahara i  Sasarva  on  cow*um«r  cradit,  Mara  maf  fact  iva.  Tha 
"ttitnl  S»s»rv«  aoandonad  its  traditional  Mart ima  rola  and,  with 
tha  Fad-Traasury  Accord  of  Ware n  1331,  astabiisnad  soma 
indapandanca  in  its  af forts  to  combat  inflation.  Tha  i moos it  ion 
of  dirae't  controls  Mas  dalayad  savaral  months  by  nuaarout 
buraaucrat ic  daoatas  discussing  tha  ralativa  mar its  of  various 
controls.  Similar  Langthy  cabatas  batwaan  Congrass  and  tha 
Administrat ion  rasultad  in  raising  only  half  of  Mhat  tha 
Prasidant  das i rad  in  taxa*  for  rsvanuas  and  control  of 
inflation.  Howavar,  avantually  all  forms  of  amarganey  control 
Mara  utilisad;  including  pries  and  waga  controls;  a  Controllad 
Wat aria Is  Plan  Mhieh  liraitad  industry  to  spacific  quant  it ias  of 
staal,  aluminum,  and  coppsr;  accalaratad  taxas;  and  aMcass 
profits  tax;  succass  was  not  achiavad  Mithout  soma  problams  and 
lassons  for  tha  futura. 

Tha  indiract  and  cradit  controls  took  too  long  to  work  and 

Mara  aasily  circumvantad  by  tha  public  Mho  Mart  on  buying  sprsas 

and  hoardad  axcass  goods.  Low  intarast  ratas  Mara  a  disincantiva 

to  sava  and  tha  larga  savings  nara  quickly  spant.  Buying  mss  not 

ralatad  to  govarnmant  damand  for  Maapons  systams.  Tha  initial 

surga  of  inflation  occurrsd  Mithout  any  larga  incraasa  in 

production.  And  as  tha  mar kat  placa  bagan  to  rat  urn  to  normal 

tamoorary  diract  controls  Mara  a  nacassary  assist  to  allow 

ineiract  controls  to  taxa  affact.  Howavar,  by  tha  tima  tha 

€.  Pi  Part  S.  hart.Safsnsa  and . tha  Dollar.  (  Naw  Yorkj  T 
Cantury  *uno,  1932),  p.  23 


want iath 


cirect  control*  had  been  imposed,  the  Mage— price  spiral  of 
inflation  was  already  wall  underway. 

The  and  result  Mas  not  all  negative.  During  both  WW  II, 
with  a  slack  sconomy,  and  Korea,  Mhere  the  economy  mss  operating 
at  a  peak  and  ths  production  of  Mar  materials  Mas  at  the  expense 
of  civilian  goods,  a  mixed  system  of  monetary  and  fiscal  controls 
Mas  able  to  stem  the  rising  tide  of  •  inflation.  The  economy 
remained  vital  and  healthy.  But  the  problems  Mhich  remained 
unresolved  Mere  those  of  timing  of  the  various  controls,  planning 
and  coordination  by  the  various  agencies,  and  the  delays  caused 
by  the  reluctance  of  Congress  and  the  Administrat ion  to  take 
necessary  action  in  advance  before  inflation  Mas  out  of  control: 
Over  a  decade  later  many  of  these  problems  mere  still  unresolved 
and  Mere  further  exacerbated  *men  the  U. S.  had  to  cope  with 
another  limited  Mar  Mhich  Mas  competing  for  resources  not  only 
Mitn  the  demands  of  a  civilian  market  but  Mith  a  President's 
strong  desire  to  build  a  "Great  Society.” 

The  Vietnam  w ar  experience  Mas  unique.  Not  only  mas  the 
country  diviced  in  its  supoort  of  the  (J.  S.  commitment,  but  also 
the  ambivalence  Mas  reflected  in  public  policy  that  Mas 
administered  by  the  federal  government. 
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President  Johnson  set 


•she  country  on  a  courts  wnicn  mas  doomed  to  failure  from  the 


it  art.  r!e 


“....  bet  tnat  guns  could  coexist  not  only  with 
butter,  but  also  with  frttcow  from  controls,  with 
progress  m  tne  war  against  poverty,  and  with  the 
enjoyment  of  stability.” 


7 


In  the  aftermath  of  the  Korean  Mar  the  combat  readiness  of 
the  United  States  had  signif icant ly  deter iorated.  Concurrently 
there  was  a  similar  reduction  in  the  country's  economic  and 
financial  strength.  The  five  years  immediately  preceding  the 
Vietnam  escalation  were  barely  enough  to  allow  the  U. S.  to  catch 
up  and  be  able  to  fight  a  war  which  consumed  much  of  the  decade 
of  the  I960’ s. 

The  Vietnam  Mar  did  not  cause  anywhere  near  the  economic 
impact  and  disruption  that  occurred  during  the  Korean  Conflict, 
and  certainly  less  than  that  of  MU  II.  Unlike  MU  II  and  Korea, 
Vietnam  followed  on  the  heels  of  a  period  of  high  productivity 
and  prosperity.  The  economic  and  financial  policies  that  were 
followed  during  Vietnam,  however,  resulted  in  significant  changes 
to  the  U. S.  economy  and  they  were  felt  long  after  the  last  shot 
was  fired.  many  believe  that  some  of  today's  problems  of 
inflation  and  recession  are  attributable  to  the  Vietnam  era. 


7.  Janeway, 
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The  Vietnam  war  was  fought  in  isolation.  The  war  olanners 
separated  tnemselves  from  the  reet  of  the  American  political 
economy  and  ignored  the  ties  with  the  reet  of  the  world.  The 
outcome  of  tne  divisiveness  among  tne  actors  and  the  failure  to 
cevelop  an  overall  plan  for  financing  tne  war  and  maintaining 
stability  was  inevitable.  Although  the  costs  of  the  war  were 
considerably  less  than  either  UW  1 1  or  -Korea  in  terms  of  percent 
of  SNP  ( WW  II:  41. 5%,  Korea:  13.3%  and  Vietnam:  9%),  the  Aster ican 
economy  still  struggled  under  the  burden  of  the  buildup.  For  the 
first  time  the  economy  was  cramped  by  the  increased  defense 

t 

expenditures  instead  of  expanding. 

The  way  to  and  through  Vietnam  was  paved  with  many  similar 
mistakes  which  had  occurred  in  the  past.  From  the  outset. 
Secretary  of  Defense  McNamara  underestimated  the  extent  of  the 
U.  S.  involvement.  This  uncertainty  and  the  lack  of  national  will 
forestalled  many  decisions  which  should  have  been  made. 
Addit lonal iy,  President  Johnson’ s  desires  for  a  "Great  Society" 
diverted  his  attention  from  other  equally  important  issues.  He 
felt  strongly  about  not  letting  the  war  interfere  with  his 
plans. 

Staoliration  efforts  were  apolied  piece-meal  —  more  often 
too  little  too  late.  Consequent ly,  the  wage— price  soiral  was 
quickly  out  of  control.  The  economy  was  already  at  or  near  full 
emc.oyment.  Government  soending  was  high  because  of  the  demands 
of  Great  Society  programs,  and  consumer  soending  had  been  spurred 
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on  ay  tha  1364  tax  cut.  The  rapid  inertat*  in  aggragata  damand, 


without  adacuata  fiscal  and  monatary  rastraints,  causad  an 
aqually  rapid  risa  in  oricas  at  tha  baginning  of  tha  buildup  in 
1363  and  1366.  Tha  initial  raluctanca  of  tha  administrat ion  to 
incraasa  taxas  or  raduca  fadaral  soanding  shiftad  tha  burdan  to 
monatary  policiaa.  Cradit  was  tightanad  whan  tha  Fadaral  Rasarva 
raisad  tha  discount  rata  from  4  to  4.5*.  By  tha  tima  Johnson 
ratraatad  from  his  position  and  Congrass  approvad  a  1*9  parcant 
tax  sureharga  and  a  S6  billion  raduction  in  spanding,  it  was  too 
lata  to  hava  significant  impact. 

Tha  administrat ion  raliad  on  tha  fraa-markat  financing  and 
thara  wara  no  provisions  to  protact  tha  larga  outflow  of  U. SI 
dollars  to  foraign  markats.  With  a  high  rata  of  domastic 
inflation,  tha  foraign  markats  wara  aspacially  attract iva  and 
causad  an  additional  strain  on  tha  U. S.  aconomy. 

In  1363  Prasidant  .Nixon  initiatad  his  program  of 
"gradualism”  to  attampt  to  raduca  inflation  by  raducing  growth. 
Mora  attantion  was  appliad  to  coordination  of  rastrictiva  fiscal 
and  monatary  policiaa.  Tha  rata  of  growth  was  lassanad,  but  tha 
rata  of  inflation  continuad  undiminishad  in  tha  faca  of  tha 
continual  strong  damand  pull.  Congrass  anactad  tha  Economic 
Stabi  1  i  cat  ion  Act  of  137<3  in  spita  of  Nixon’s  opposition  to  any 
incoma  policy  or  diract  controls.  Within  a  ysar,  howavar  ,  tha 
administrat ion  was  'oread  to  ehanga  its  mind  bacausa  of  tha 
damands  of  foraign  aconomic  policy.  Tha  U. S.  balanca-of-paymants 
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■account  had  deteriorated  and  inflation  wa s  pricing  U.  S.  goods  out 
of  tha  foraign  markets.  Tha  aoliar  occupiad  a  tanuous  position 
in  tna  internet ional  money  markets. 

Accordingly,  Nixon  introduced  his  phasad  program  of  Mage  and 
price  controls  in  August  1971.  However,  the  programs  were  not 
rigidly  or  equitably  enforced  since  only  4, 000  administrators 
Mere  employed  compared  to  over  69,909  during  WW  II.  More 
stringent  controls  Mere  implemented  in  1972  but  mandatory  wage 
and  price  controls  were  terminated  altogether  in  early  1972.  With 
only  monetary  and  fiscal  controls  remaining,  the  inflationary 
pressures  continued.  Nixon  again  ordered  a  69  day  freese  of  all 
prices  in  mid-1973.  With  the  expiration  of  the  Economic 
Stabilisation  Act  in  the  Spring  of  1974,  the  final  phaee  ended 
without  having  really  achieved  its  objective.  A  period  of 
"stagf  lat  ion'*  then  ensued  -  a  combination  of  inflation  and  a 
stagnant  economy. 

The  failure  to  keep  inflation  under  control  was  due  to  many 

a 

causes.  Some  that  have  been  Identified  includei 

1.  The  inconsistencies  in  the  administrat ion* s  commitment  to  a 
controls  program. 

2.  The  uncertainty  in  the  aoplication  of  programs  -  on  again, 
off  again. 

3.  The  inability  to  make  changes  and  adjustments  even  though 
the  nature  of  the  economy  was  changing  drastically  between  1971 
and  1973. 


a*  Harold  J.  Clem,  etal. .  Ecopomi,g  Stf Pi  1  isat  ion.  (Washington  0.  C. 
:  National  Defense  University,  1978),  p.  119. 
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4.  Th*  inability  to  adjust  policies  for  individual  industries 
under  *:n*  guise  of  consistency. 

5.  The  -ailure  of  the  acministrat ion  to  integrate  the  control* 
into  an  overall  program  wnich  would  support  economic 

growth  and  adjust  to  the  change  in  the  availability  of  resources. 

The  stagflation  of  th*  Vietnam  era  combined  with  th*  1373 
OPEC  oil  price  increase  resulted  in  economic  conditions  which  had 
not  been  equalled  since  WU  II.  A  pattern  had  been  established 
which  would  have  far  reaching  impact  on  the  peacetime  economy  for 
th*  next  decade.  More  important ly,  even  though  Vietnam  exacted 
less  costs  than  UW  II  or  Korea,  the  outcome  of  the  impact  on  the 
economy  has  major  implications  for  future  planning  for  th*  next 
probable  conflict.  If  Vietnam,  which  was  th*  least  costly  of  the 
three  wars,  was  difficult  to  support  and  resulted  in  national  and 
internat ional  economic  turmoil  and  a  major  recession,  what  will 
be  the  result  if  the  U.  S.  must  again  ^nter  into  a  war  the  size  of 
WW  II?  Furthermore,  with  th*  large  increases  in  th*  national 
debt,  continued  high  unemployment,  and  th*  steady  growth  in 
transfer  payments  that  are  essentially  untouchable,  will  the 
federal  government  be  able  to  exercise  any  control  at  all  even 
with  all  th*  tools  of  fiscal  and  monetary  policy  at  its  disposal? 
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Chapter  4 


ECONOMIC  MOBILIZATION  IN  THE  1930’S 


.Competing  9« 


While  simi larit ies  axis*  between  now  (1333)  and  tha  lata  1930* s, 
e.  g.  high  unemployment ,  and  low  industrial  capacity  utilisation; 
many  kay  factor*  have  changed  in  tha  financial  sector. 
Economically,  the  world  is  much  smaller  and  more  interdependent ; 
the  !_!.  S  no  longer  occupies  a  position  of  total  dominance  or 
isolation.  Let’s  look  at1  some  of  those  changes. 


First,  the  1. IS  trillion  dollar  national  daot  and  its  resultant 
debt  service  are  often  cited  as  cause  for  concern.  Actually,  the 
debt  is  smaller  now  in  relation  to  the  gross  national  oroduct 
than  it  was  in  1333  (37%  vice  44 %  of  GNP)  and  much  smaller  than 
194fi  (123%  of  GNP).  However,  due  to  higher  interest  rates,  debt 


service  now  consumes  nearly  13%  of  the  federal  budget  and  2. 3%  of 


tne  SNP.  Contrast  that  with  1346  when  debt  service  only  required 
2.2%  of  the  SNP.  Projected  budget  deficits  totalling  over  S3£<d 
billion  in  fiscal  years  1363  through  1386  will  greatly  increase 
debt  service  and  more  imoortantly,  increase  government 
competition  for  investment  capital.  The  effect  of  this  projected 
succession  of  large  budget  deficits  on  top  of  the  existing  debt 
is  likely  to  increase  interest  rates  and  substant ial ly  reduce  the 
rate  of  capital  formation.  The  seriousness  of  this  situation 
should  not  be  overlooked.  Over  the  past  3$  years  tne  net  savings 
of  U. S.  Households  and  businesses  have  averaged  approximately  7% 
of  the  GNP.  Current  projected  deficits  of  over  6%  of  SNP  will 
leave  little  capital  for  real  growth,  further  reducing  the 
mobilisation  base. 


Since  1373,  currency  exchange-rates  have  been  allowed  to  float 
rather  than  being  tied  to  the  gold  standard.  The  effect  floating 
exchange— rates  might  have  on  crisis  finance  varies  from  positive 
— a  strong  dollar  would  reduce  needed  import  costs;  to  extremely 
negat ive— col  lapse  of  the  dollar  due  to  fear  for  the  survival  of 
the  U. S.  government.  Historically,  the  former  has  happened, 
investors  have  moved  their  money  to  the  U.  S  in  times  of  crisis, 
strenghening  the  dollar.  What  would  actually  happen  depends 
primarily  upon  tne  perceived  outcome  of  the  crisis. 


Transfer  »« 


In  1323  the  nation  Mas  still  corning  out  of  the  diotcssion,  and 
transfer  payments  represented  36%  of  the  federal  expenditures  and 
3. 5%  of  the  GNP.  In  19G2,  after  a  relatively  prosperous  decade* 
transfer  payments  Mere  52.1%  of  federal  expenditures  and  12.4%  of 
the  GNP.  While  this  indicates  a  concern  for  the  Melfare  of  the 
poor  and  the  old,  it  also  represents  a  growing  and  largely 
untouchable  percentage  of  the  budget  Mhich  is  no  longer  available 
for  mobilisation.  Additionally  these  social  insurance  prograes 
tend  to  add  rigidity  to  wages,  prices,  and  even  structural 
unemp 1 oyment . 


4.  5  Trade. 

Another  significant  cons i derat  ion  is  internet ional  trade. 
Exports  and  imports  now  comorise  a  significant  portion  of  our 
GNP,  totaling  22%  in  13G2.  The  primary  reasons  for  this  growth 
are  a  reduction  in  trade  barriers,  and 
transoortat ion/communicat ion  economies.  Most  major  corporat ions, 
including  banks,  are  now  internet ional  in  scooe  and  depend 
heavily  on  foreign  trade  for  much  of  their  growth  and  a  large 
percentage  of  their  profits.  While  expanded  trade  increases 


comcsc it  ion  and  allows  national  spacial izat ion  in  araas  of 


C'jmoar'j?iv#  advantage,  it  also  tanas  to  eliminate  firms  in  the 
lass  productive  sectors.  This  has  haopanad  in  several  key  U. S. 
industries,  such  as  staal  and  sn i poui Id ing.  Tna  affects 
increased  deoencence  on  trace  would  have  on  financial 
mobilisation  are  difficult  to  predict.  However  the  affects  on 
domestic  production  are  staggering.  In  many  cases  essential 
goods  are  no  longer  produced  in  the  United  States. 


Along  with  the  increase  in  world  trade,  has  come  another  very 
significant  change  in  the  financial  sector:  internet ional  debt. 
Throughout  much  of  the  197®* s,  develooing  nations  were  able  to 
maintain  high  growth  rates  by  borrowing.  Rapid  growth  made  loan 
risks  aooear  low  and  with  interest  rates  at  or  below  U. S. 
inflation  rates,  real  interest  was  negative.  Unfortunately,  the 
recession  of  the  early  196®* s  drastically  reduced  the  demand  for 
bas  i  c  commod  i  t  i  es  and  pr  i  ces  fell  as  much  as  23X. 
Simui Itaneously,  high  interest  rates  in  the  U. S.  drove  up  the 
price  of  tne  collar  while  driving  down  inflation.  The  result  for 
nations  like  Mexico  was  a  large  amount  of  short  term  debt  at  real 
interest  rstes  of  9  to  1®*,  to  be  paid  back  with  dollars  that 
cost  twice  as  many  pesos.  The  banking  crisis  of  1962  gives  some 
idea  of  the  problems  that  would  occur  if  borrowing  to  finance  a 
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military  crisis  M#re  to  drive  interest  rates  uo  raoidly  to 
greater  than  £3%,  a  vary  real  possibility. 

^2_lPVM^Qr_flttisyda._ 

As  notsd  earlier,  at  the  start  of  WU  II  the  nation  was  still 
rscovsring  from  ths  dsprsssion.  Many  psopls  viswsd  ths  sconomic 
benefits  of  mobilization  as  only  a  tamporary  lull  in  tha 
dsprsssion.  Intarast  ratss  Mart  constant  at  about  1.5*, 
consaquantly  tha  Federal  Reserve  mss  abla  to  financa  tha  Mar  at  a 
Iom  cost  by  holding  intarast  ratss  on  govarnmant  sacuritiss  at 
about  1*.  Contrast  that  Mith  tha  much  mors  sooh ist icatsd  invsstor 
of  today,  Mith  hundrads  of  invastmant  opport unit iss  ana  billions 
of  dollars  in  extremely  liquid  accounts  such  as  monay  market 
funds. 

Additionally,  taxpayer  attitudes  hava  changed;  after  Vietnam 
and  proposition  13,  it  is  hard  to  envision  a  rush  to  buy  savings 
bonds  instead  of  scarce  consumer  goods. 


Chapter  S 


FINANCING  MAR  IN  THE  1960** 


SaJL-8iaig^am!ag£igaa 


In  order  to  address  possible  financing  methods  for  WW  III*  an 
attempt  should  be  made  to  define  the  magnitude  of  the  problem. 
Liaison  with  numerous  components  of  DCO  has  revealed  that  n? 

war.  Results  from  Exercise  Proud  Saber  indicate  an  increase  of 
*£23  billion  for  the  FY83  defense  budget  but  this  value  was 
derived  in  a  hasty  manner  with  no  planning  for  costs  beyond  FY83. 
The  following  budget  scenario  is  a  simolistic  and  intuitive 
aporoach  to  the  definition  of  the  budget  associated  with  a  world 
war  in  the  198i9’ s. 


While  World  War  III  would  certainly  not  unfold  and  develop 
as  did  World  War  II.  the  scope  and  magnitude  of  financing  WU  III 
would  probably  parallel  WU  i:  more  closely  than  any  other 
conflict  in  our  nat ion1  s  history.  Many  would  Pe  quick  to  point 
out  that  weapons  systems  are  much  more  costly  today  than  4<d  years 
ago,  that  development  and  production  lead  times  are  much  longer 
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today,  that  many  war  material  production  facilities  do  not  exist 
and  that  many  resource  Bottlenecks  do  exist.  All  of  this  is 
true.  It  is  also  true  that  the  same  conditions  existed  prior  to 
WW  II;  in  many  respects  even  more  so.  While  the  comolexity  and 
sophistication  of  weapons  systems,  with  attendant  production 
di  ff  icult  ies,  have  increased,  so  have  the  sower  of  the 
technological  and  managerial  tools  available  today  to  cope  with 
increasing  production  in  a  crisis.  Discussion  of  planning  and 
coordination  necessary  to  increase  product  ion  to  the  levels 
indicated  in  the  scenario  below  would  fill  volumes  and  are  far 
beyond  the  scope  of  this  paper.  This  is  not  to  blithely  dismiss 
the  herculean  effort  required  to  increase  defense  production  as 
was  done  during  UU  II  but,  rather,  to  state  that  if  it  was 
possible  then,  it  is  probably  possible  now. 

The  following  projections  are  based  upon  several 
assumptions,  to  be  discussed  in  turn,  which  utilise  expansion 
factors  similar  to  WU  II  tempered  by  today’s  realities.  WW  II 
data,  taken  from  Aopendix  A,  is  in  "then  year"  dollars  unless 
otherwise  indicated.  Projections  of  WW  I I I  dollars  herein  take 
inflation  into  account  by  using  the  inflationary  nature  of  “then 
year"  WU  II  dollars  to  produce  an  implicit  inflation  in  the 
calculations.  The  scenario  will  result  in  a  hypothetical  table 
of  Sross  National  Product (GNP> ,  Federal  Expenditures,  Federal 
Receipts,  deficit  and  National  Deot  for  the  period  1983  to  1986, 
ore  years  of  tne  imaginary  WW  III.  Data  for  1983  will  consist  of 


1382  cat*  adjuated  for  a  projected  2%  growth  in  GNP.  UU  II  years 
selected  for  ccmsartaon  art  1341  through  1344,  from  tne  at  art  of 
the  war  through  peak  expansion.  For  the  ourooaaa  of  this  paper, 
Federal  Ex pend  1 1 urea  ara  dividad  into  four  major  categories; 
cefense,  tranafar  payments,  othar  (all  othar  government 
functions)  and  national  dabt  aarvica. 


Incraaaing  production  to  aupport  tha  damanda  of  world  war 
raquiraa  ax traord inary  incraaaaa  in  GNP.  Dur  nation,  in  1341,  had 
a  3.3%  unemoloyment  rata,  down  conaidarably  from  tha  17% 
unamploymant  rata  that  axiatad  in  1333.  Thia  larga  dacraaaa  waa 
largaly  attributabla  to  Lend-i_ease  and  and  othar  war  praparation 
maaauraa.  flporox imataly  76%  of  tha  nation’s  induatrial  capacity 
waa  in  uaa  in  1341,  a  parcantaga  rata  not  too  far  afiald  from  tha 
aoorox imataly  65%  induatrial  capacity  utilization  rata  axiating 
today.  Gn  tha  baaia  of  axiating  unuaad  capacity  and 
unamploymant ,  tha  U. S.  economy,  with  proper  atimulua,  haa  tha 
potential  of  expanding  at  rataa  aimilar  to  WW  II.  Comoarabla 
exoanaion,  interpolated  for  the  1380’ a,  would  yield  tha  followings 

Table  1 

MW  II  GNP,  Predicted  wu  III  GNP 
1341  1348  1343  1944 

GNP  (bi  1 1  iona)  125.0  158.5  198.1  210.3 
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%  Increase  -  128.  8%  133.  a%  168.*% 

over  1341 


GNP 


1383  1384  1383  1388 


3118.1  3333.8  4783.4  3838.8 


5iiJ38J3a2!SSr_a2^_y2SSfli2YS«DSi 

Manpower  and  unana  1  ayment  is  addressed  next  in  sequence  in  that 
it  bears  airect ly  on  the  estimates  of  defense  spending  and 
transfer  payments.  The  labor  force  expanded  rapidly  during  WW  II 
for  sever a 1  reasons : 

-  The  unemployed  found  work  easily  as  the  nation  geared  up  for 
war. 

-  Many  women  entered  the  work  force.  Women,  over  14  years  old 
and  over,  comprised  23%  of  the  civilian  work  force  in  1341. 
The  same  category  of  people  comprised  34%  of  the  civilian 
labor  force  in  1344.  It  should  be  noted  that  women,  16  years 
old  and  over,  represented  43%  of  the  civilian  work  force  in 
1388.  There  were,  however,  6.2  million  men  and  4.3  million 
women  "actively  unemployed"  in  1382,  a  significant  manpower 
pool. 

-  Many  retired  oeoole  re— joined  the  work  force  during  WW  II 
for  patriotic  and  monetary  reasons.  rhe  same  ah e nomen um 
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would  prooaoly  occur  today.  This  is  a  key  point;  transfer 
payments  stchnca  during  WW  II  cartly  for  tms  reason.  A 
rapidly  expanding  economy  with  evan  a  relatively  small 
percentage  <15%  or  so)  of  social  security  recipients 
returning  to  work  would  have  a  dramatic  impact  on  transfer 
payments. 

With  the  aOove  in  mind,  the  following  is  the  UW  II  labor 
force  distribution* 

Table  2 

U.  S.  UU  II  Labor  Force 


1941 

1943 

1943 

1944 

(311  i  i  1  Ort%  ) 

Civi 1 ian 

Labor  Force 

55.  9 

56.4 

55.4 

54.  6 

Active 

Armed  Forces 

1.6 

3.9 

9.0 

11.  4 

Unemo loyed 

5.5 

2.6 

1.  1 

0.7 

Total  Force 

63.0 

63.  0 

65.  5 

66.7 

Unemp l oy ment 

9.  9% 

4.  7% 

1.  9% 

1.  2% 

Rate 

Active  military  personnel  in  1939  numbered  only  0.3 
million.  The  rise  to  l.S  in  1941  reflects  the  rapid  expansion  of 
the  military  prior  to  Pearl  Harbor.  Pay  rates  during  UW  II  were 
comoarably  smaller  than  today;  military  pay  represented  only  32% 
of  tne  1941  defense  budget  as  oooosed  to  54%  today.  Active 
military  forces  expanded  to  a  peak  of  11.7  million  in  1945.  MW 
III  of  three  or  four  years  duration  could  reouire  a  peak  of  13 
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million  men  in  uniform  ( ctrnaas  evsn  nor*).  Should  WW  III  start 
today,  £.1  million  man  ars  alreaay  in  uniform,  a  greater  starting 
aoint  than  WW  II.  The  avaraga  coat  of  a  man  in  uniform  in  1941 
was  *8368,  tn*  avaraga  cost  tnrougnout  WW  II  was  *9488  (d a f ansa 
ex pana 1 t uras  dividad  by  numdar  of  activa  military  personnel). 
Tha  similar  cost  today  is  *96988  and  forms  tha  basis  of  estimated 
dafansa  expend it  urss  for  WW  III  in  tadla  3  -  4.  flnothtr  element 
of  tha  pradiction  below  is  the  structural  resistance*  of 
unemployment  going  balow  3*  in  today*  s  environment.  Should  tha 
unemployment  rata  go  balow  2%  during  tha  hypothesised  war,  thmn 
tha  WW  III  manpower  estimates  balow  are  conservative. 


Predicted 

Table 
U.  S. 

3 

WW 

III  Labor 

Force 

/  MS  Y  1  «  \ 

1983 

1984 

1983 

1986 

Vina  1  i  1  OnS  / 

Civil ian 

Labor  Force 

118.2 

112.  1 

118.  1 

118.  1 

Active 

Armed  Forces 

2.  1 

5.  1 

11.  & 

12.  8 

Unemployed 

18.  7 

3.  8 

3.9 

3.4 

Total 

Labor  Force 

123.8 

123.  8 

123.6 

126.8 

Unemployment 

Fate 

18.  8* 

3.  2% 

3.5* 

3.8* 

Siven  the  above  3NP  growth  and  manpower  distribution  dsdieted  in 
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”*o1m  5-1  and  5  -  3,  the  following  is  a  comotriton  of  WW  II 

data  and  uw  III  oroj act ions: 


Table  4 

UWII  Defense  Expeditures, 

Predict ad  WW  III  Defense  Expenditures 


1341 

134E 

1343 

1944 

Defense 

13.7 

49.3 

79.  7 

07.  4 

(bill ions) 

^Federal 

66.  a* 

87.  9* 

92.  3* 

91. 5* 

Expenditures 

%GNP 

11.  9* 

31.  1* 

41. 5* 

41.  5* 

13 63 

1364 

1965 

1966 

Defense 

(bill  ions) 

137 

516 

1144 

1257 

^Federal 

2S.  3* 

53.9* 

73.  5* 

70.  7* 

Expenditures 

*GNP 

6.  2% 

12.  a* 

23.  a* 

23.  9* 

3i.3_ai£jrr_£2<5*r!flii^r:ssi 

Other  government  expenditures  represented  15.6*  of  Federal 
Expend itures  and  2.  6*  of  SNP  in  1341.  This  cat agony  of  spending 
rapidly  declined  during  WW  II.  It  is  not  unreasonable  to  expect 
other  expenditures  to  likewise  diminish  during  UW  III.  Therefore: 

Table  5 

Other  U.  S.  Government  Functions 
Expenditures  for  UW  II,  Predicted 
for  WU  III 
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1341 

1342 

1 

1 

1 

n  1 
* 
in 

*— S  | 
1 
1 

! 

1344 

Gtn  ar 

3.  2 

2.8 

1 . 8 

2.  0 

Exaand ituras 
(bill  ions) 

%Fadara 1 

15.8% 

4.  £% 

1. 3% 

2.  1% 

Ex  pand i t  uras 

%GNP 

2.  6% 

1.  8% 

0.  a% 

0.  3% 

1363 

1364 

1385 

1388 

Qthar 

77.3 

63.  2 

47.  9 

52.5 

%Fadaral 

10.  4% 

6.  7% 

3.  1% 

2.  3% 

Ex  pand  it  uras 

%GNP 

2.5% 

1.  8% 

1.0% 

1.0% 

This  category  of  spanaing  account ad  for  12.2%  of  tha  Fadaral 
budgat  and  2.0%  of  SNP  in  1341.  Thia  contrasts  sharply  with  52.1% 
of  tha  Fadaral  budgat  and  12.4%  of  SNP  in  1382.  Transfsr  oaymnts 
fail  24%  from  1940  to  1341  as  a  rasult  of  a  32%  raduction  in 
unamploysiant  (from  14.1%  to  3.3%).  Transfar  paymants  ramainad 
assantially  constant  in  currant  dollars  during  tha  pariod  1341  - 
1343  and  than  rose  in  1344  as  vataran' s  banafits  bagan  to 
incraasa  for  raturning  war  casual tias. 


Currant  Dacartmant  of  Traasury  astimatas  ara  that  a  1% 
raduction  in  unamoioymant  translatas  to  a  %25  billion  raduction 
in  budgat  daficit  as  tax  ravanuas  incraasa  and  transfar  paymants 


/ 
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aecrease 


If  a  reduction  of  1%  in  unemployment  equates  to  a  *12 
Dili ion  reduction  in  transfer  payments  and  this  is  applied  in 
conjunction  with  projected  unemployment  rates ‘as  well  as  the 
return  of  retired  people  to  the  work  force,  a  prediction  of 
transfer  payments  would  be  thus: 


Table  6 


UU  II 
WU  III 

Transfer  Payments,  Predicted 
Transfer  Payments 

1941 

1942  1943 

1944 

Transfer  2. 3 

Payment s ( b i 1 1 ions ) 

2. 9  2. 7 

3.5 

^Federal 

Ex  pend i t  ures 

12.  2!* 

5.2%  3.1% 

3.  7% 

%GNP 

2.0% 

1.6%  1.4% 

l.  7% 

1963 

1964  1963 

1966 

Transfer 
Payment  s 

366.6 

261.6  220.6 

265.9 

^Federal 

Expenditures 

31. 6% 

27.7%  14.2% 

16.  1% 

%GNP 

12.  4% 

6.  6%  4.  6% 

5.  4% 

Even  within  this  simple  analysis  deOt  service  is  most  difficult 
to  predict.  It  is  a  function  of  total  Federal  expenditures. 
Federal  receipts,  the  side  of  he  national  debt  and  prevailing 
interest  rates  (which  are  a  function  of  Federal  Reserve  policy 


and  a  host  of  marnet  variables) .  The  national  beet  represented 


39.  1%  of  SNP  in  1 34 L .  It  represented  37.3%  of  SNP  in  1982,  hence 
the  a®ot  is  slightly  lower*  relative  to  SNP  now  than  at  the  start 
of  WW  II.  There  are  several  significant  differences  between  1941 
and  1982  however.  Speci f ical ly,  76.9%  of  the  debt  in  19*1  was 
privately  held;  non— inf 1 at  ionary  borrowing.  This  percentage 
contrasts  with  89.3%  of  the  debt  privately  held  in  1982.  Of  wore 
si gni f icancSt  tne  Federal  Reserve  Discount  Rats  was  held  at  a 
steady  1%  during  UW  II,  a  far  cry  from  the  11%  rate  existing 
today.  These  vastly  different  discount  rates  account,  in  large 
part,  for  the  differences  between  the  portion  of  Federal 
expenditures  required  to  service  the  debt  during  UU  II  and 
today.  In  1941,  debt  service  accounted  for  3.4%  of  Federal 
expenditures  and  8.9%  of  BNP.  While  dollars  of  the  day 
expenditures  for  debt  service  rose  236%  during  the  period  1941  — 
1944,  as  a  percentage  of  Federal  expenditures  it  declined  58%  and 
as  a  percentage  of  GNP,  it  rose  only  33%  (contrasted  with  a  the 
366%  increase  in  total  Federal  expenditures) .  Debt  service  in 
1982  accounted  for  11.6%  of  Federal  expenditures  and  2.8%  of  SNP, 
over  twice  the  proportions  of  1941.  It  is  interesting  to  note  at 
this  point  that  the  percentage  of  the  National  debt  privately 
held  increased  from  76.9%  in  1941  to  an  average  of  81%  during 
1942  —  1944  even  though  the  debt  increased  311%.  Also  of  note  is 
the  portion  of  debt  held  by  foreign  interests.  Exact  figures  for 
WW  II  are  difficult  to  determine  but  the  amount  was  something 
less  than  *3.7  billion  of  the  *48.9  billion  debt  in  1941,  less 


b.-.an  7.  S*.  rhe  amount  of  t ne  1982  deot  of  SH40.  9  billion  held  by 


*or*«i3n  ir.tsrests  was  *123.  i  billion  on  11.0*. 

Tha  difficulty  of  financing  expansion  caoital  of  the 
magnituca  recuired  for  wW  III,  the  inflationary  praaauraa  of 
allowing  tne  market  place  to  determine  interest  rates  (whieh 
would  undoubtedly  rise  in  the  face  of  such  expansion)  and  the 
difficulty  of  financing  a  rapidly  expanding  national  deot  leads 
the  authors  to  believe  the  Federal  Reserve  would  eventually 
resort  to  pegging  the  discount  rate  as  was  done  during  WU  II  or 
allowing  it  to  float  within  a  narrow  band.  Therefore,  the 
prediction  below  is  based  on  such  a  pegging  (in  the  vicinity  of 
11%)  which  would  result  in  debt  service  expenditures  rising 
relatively  slowly  as  a  roughly  constant  percentage  of  BNP.  The 
deficits  upon  which  the  predictions  are  based  will  be  discussed 
in  a  subsequent  section. 

Table  7 

WW  11  National  Debt  Service, 

Predicted  WW  III  National  Debt  Service 


1541 

1942 

1943 

1944 

Nat i ona 1  Debt  1 . 1 

Service (bill  ions) 

1.  3 

1.  a 

2.6 

^Federal 

Exoenditurss 

3.  4% 

2.  3% 

2.  1% 

2.  7% 

%GNP 

0.  9* 

3.  8% 

0.  9% 

1.  2% 

1983 

1984 

1983 

1986 

Nat.nal  Debt 
Servics 

37.  3 

110.  7 

143.  7 

183.8 

43 


%Fsderal 
Exocna :tur*s 


11.6* 


11.  7% 


9.  2% 


10.  3% 


%GNP 


2.  8*  2.  8*  3.  0%  3. 5% 


a*.S«EiS*r3l_2ss*iaSJi 

Federal  receipts,  for*  this  portion  of  the  analysis,  will  be 
treated  in  aggregate  rather  than  by  receipt  category  (income 
taxes,  corporate  taxes,  other  taxes  and  revenues,  and  social 
security).  Specific  categories  will  be  addressed  in  section  5  - 

11.  Federal  receipts  in  1941  accounted  for  12.3%  of  GNP,  rising 
rapidly  to  about  20%  in  1944.  Federal  receipts  have  varied 
between  17%  and  20%  since  Ut*  II,  running  about  20%  for  the  past 
IS  years.  It  would  not  be  unreasonable  to  expect  the  Congress  to 
increase  taxes  to  support  a  war  effort  -  the  question  is  -  how 
much?  The  Federal  governments  "take1’  as  a  percentage  of  GNP 
increased  32%  between  1941  and  1943.  A  similar  increase  from 
today’s  starting  point  would  yield  revenues  amounting  to  26.4%  of 
GNP.  Lincoln,  writing  of  WW  II,  indicated  percentages  as  high  as 

1 

30%  to  40%  could  be  feasible  in  a  war  environment.  The 

Congress  would  probably  be  loath  to  consider  such  rates  (this  was 
certainly  the  case  during  WW  II).  The  assumption  that  the 

1.  George  A.  Lincoln,  Economics  of  National  Security,  Second 
Edition,  Prentice  Hall  Inc.,  1914,  po  444 
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Congress  would  orefer  to  defer  the  bulk  of  tne  financial  cost  of 
tna  wan  to  the  future  by  borrowing  as  well  as  imoosing  marginal 


tax  increases  amount ing  to  1 %  ~  2%  of  SNP  would  probably  be 

safe.  Such  tax  increases  would  yield: 

Table  S 

UU  II  Federal  Receipts, 

Predicted  WW  III  Federal  Receipts 


19*1 

1942 

1942 

1944 

Federal 

IS.  4 

22.  9 

29.  2 

41.  8 

Receipts (bill ions) 

*GNP 

12.2% 

14.  3% 

28.  5% 

% 

m 

• 

<n 

H 

1982 

1984 

1983 

1986 

Federal 

822.8 

842.2 

1877.6 

1181. 4 

Receipts 

*GNP 

28.  2% 

21.  2% 

22.  5% 

22.  3% 

The  following  is  a  summary  of  the  hypothetical  WW  III  Federal 
budget : 


Table  9 

Hypothetical  WW  III  Federal  Budget 


(billions) 

Federal 

Ex  pend 1 1  ures 

1982 

1984 

1983 

1986 

748.8 

943.5 

1356.2 

1779.2 

Federal 

Receipts 

622.  2 

842.2 

1877. 6 

1181. 4 
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Deficit 

us.  a 

1 63.  2 

473.6 

397.  a 

*GhP 

*4.  7% 

2.  6* 

9.  9% 

11.  4% 

Nat ional 
Debt 

1236. 7 

1266. 6 

1328. 6 

2436. 4 

%GNP 

46.3% 

24.  4% 

23.  4* 

46.  4* 

Note:  Th* 

projected  tax 

increase 

of  1 %  in 

1 984  from 

Table  3  in  conjunction  with  projected  growth 
in  SNP  from  Table  1  result*  in  a  dip  in  th*  deficit 
for  196-4.  This  would  be  a  questionable  phenomenum 
in  th*  real  world. 


Any  beginning  economics  student  could  take  exception  _ to  th* 
predictions  above.  fls  previously  stated,  th*  simplistic 
predictions  are  not  meant  to  be  definitive  but  rather,  a  possible 
budget  scenario  set  in  terms  of  rates  of  increase  of  WW  II  but 
scaled  back  by  extant  realities.  The  forecast  of  a  *1.2  trillion 
defense  budget  for  one  year  would  cause  apoplexy  on  Capitol  Hill 
and  the  forecaster  to  be  labeled  a  madman.  One  need  only  look  at 
the  Civil  War,  wwi  and  WW  II  to  realize  such  exorbitant  amounts 
are  not  only  possible  in  today's  dollars  but  also  probably 
conservat ive.  Given  the  magnitude  of  the  problem,  how  does  the 
nation  finance  suen  an  effort?  This  is  discussed  in  tne  next 
section. 
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Ths  timing  and  dsgrse  of  ths  proposed  financing  actions  discussed 
below  ars  highly  intsr— dspsndsnt  and  variabls.  ft  primary 
considsrat ion  is  ths  velocity  of  ths  crisis  onsst.  If  VM  III 
began  unexpectedly,  many  of  the  actions  Mould  occur  hard  upon  one 
another  or  simultaneously.  ft  gradual  building  of  tensions  over 
six  to  twelve  months,  a  more  likely  situation,  would  result  in: 

-  Federal  Reserve  Discount  Rate.  Early  on  in  the  crisis,  and 
in  the  absence  of  tax  increases,  the  Federal  Reserve  would 
let  interest  rates  rise  in  response  to  market  pressures  for 
expansion  capital.  This  would  begin  forcing  marginal  or 
non-essent ial  firms  out  of  the  capital  markets.  Defense 
contractors,  wnile  facing  the  same  high  interest  rates, 
would  be  armed  with  profitable  contracts  for  war  materials 
enabling  them  to  bid  in  the  capital  market.  Increased 
foreign  investment  capital  would  begin  flowing  into  the 
country  in  response  to  increased  interest  rates  and  in 
search  of  a  safe  haven.  The  higher  rates  of  interest  would 
also  draw  more  domestic  private  savings  into  the  market. 
Such  savings  that  found  its  way  into  the  U.  S.  Treasury 
would  tend  to  reduce  inflation.  Results  from  ths  recently 
completed  Readiness  Exercise  32  B  indicate  interest  rates 
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would  orcak  th*  2<3%  mark  in  a  matter  of  month*  if  thi*  were 


th*  only  f inane*  action  taken.  Suen  int*r*st  rat**  would 
obviously  throw  th*  markat  into  cnao*.  For  thi*  reason,  th* 
F*c*ral  R»**rv*  would  consider  pegging  or  bounding  th* 
discount  rat*.  This  would  Lead,  in  th*  absence  of  other 
financing  measures,  to  defacto  money  printing  and  the  next 
step  in  th*  hierarchy. 

Increasing  Federal _ Income-Taxes.  Congress  would  initially  be 
hesitant  to  take  this  step  but,  if  history  is  a  guide,  would 
eventually  realize  its  necessity.  Personal  income  taxes 
represent  the  largest  portion  of  Federal  receipts,  46.2*  in 
1962,  and  a  source  where  a  relatively  small  incremental 
increase  will  yield  relatively  large  increases  in  revenues, 
given  that  GNP  is  increasing.  It  is  interesting  to  note 
that  Federal  income  taxes  as  a  percentage  of  receipts  rose 
from  21.4*  in  1941  to  46.1*  in  1944.  This  corresponded ,  in 
th*  same  period,  to  an  increase  in  percentage  of  personal 
income  paid  in  Federal  income  tax  from  3.2*  to  11. 5*  (in 
aggregate) .  Federal  income  taxes  paid  as  a  percentage  of 
personal  income  in  1962  was  11.9*.  Restructuring  income  tax 
rates  or  imposing  a  surcharge  to  raise  the  aggregate  rate  to 
16*  would  increase  Federal  receipts  by  about  *113  billion, 
an  amount  roughly  equal  to  the  fictitious  1963  budget 
deficit  predicted  above.  This  increase  to  16*  represents 
the  32*  increase  in  tax  rates  discussed  earlier.  The 
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thought  of  an  increase  of  this  dimension  Mould  again  cause 
acoolexy  on  Capital  Hill:  an  increase  to  12%  -  14%  seems 
politically  more  feasible.  This  Mould  leave  a  ficticious 
1362  deficit  of  about  *66  billion  (it  should  be  remembered 
that  this  deficit  is  predicated  on  an  aggregate  income  tax 
rate  increase  of  6%,  a  significant  amount  of  revenue)  and 
leads  to  the  next  step  in  the  hierarchy. 

Increase  Other  Taxes.  Corporate  taxes  in  1941  represented 
49.4%  of  Federal  receipts.  Other  taxes  (not  including 
social  security)  represented  22.7%  of  Federal  receipts.  The 
dollar  of  the  day  value  of  these  two  sources  doubled  by  1944 
but  represented,  by  virtue  of  the  rapid  growth  of  income 
taxes,  31.5%  and  17.1%  of  revenues  respect ively.  Corporate 
and  other  taxes  comprised  6.6%  and  11.2%  respectively  of 
Federal  receipts  in  1962.  Should  war  occur,  windfall  profit 
tax  legislation  would  be  enacted  with  vigor  if  the  past  is 
any  indication  of  the  future.  Other  taxes  would  also  be  a 
fruitful  area  for  several  reasons.  Increasing  taxes  on 
cigarettes,  new  car  sales,  durable  consumer  goods,  alcoholic 
beverages  and  gasoline  for  private  vehicles,  to  name  a  few, 
would  bring  in  more  revenue,  discourage  purchases  of 
non-essent ial  goods  (leading  in  turn  to  the  redirection  of 
resources  to  war  production)  and,  in  the  case  of  gasoline 
taxes,  encourage  energy  conservation.  Increasing  other 
taxes  by  25%  would  bring  in  about  *17  billion.  Increasing 


corporate  rax  by  10%  would  bring  in  aoout  *5  billion  more. 

Tariffs  and  gthfr _ Trjcg _ Sacriira*.  Assuming  th*  economy  was 

aporoachi.ng  full  employment  (3  -  4%  unemoloyed)  by  this 
point  in  rh«  war,  th*  ntxt  step  in  th*  hierarchy  of  action* 
would  b*  to  rtauct  or  r**cind  import  tariff*.  Thi*  would 
s#rvt  two  important  functions? 

1.  If  con*u«*r  good*  ar*  available  from  abroad  for  th* 
public’s  purchase,  then  more  domestic  resource*  can  be 
diverted  to  war  production. 

2.  The  availability  of  these  goods  from  abroad  would 
dissipate  some  consumer  demand. 

while  expansion  of  world  trade  was  not  listed  as  a  result  of 
rescinding  tariffs;  it  would  certainly  be  a  beneficial  side 
effect.  Commercial  export*  remained  practially  content,  in 
dollars  of  th*  day,  at  about  S5. 3  billion  from  1941  to  1944. 
As  a  percentage  of  SNP,  commercial  exports  declined  from 
4. 3%  to  3.6%  in  this  period.  Exports,  including  Lend-Lease 
material,  rose  from  *7.3  billion  to  *31.9  billion  during  the 
1941  -  1944  perioa,  an  increase  from  6.0%  to  10.4%  of  SNP. 

Imports  in  the  1941  -1944  period  rose  from  *4. 7  billion  to 
*7.3  billion,  representing  a  constant  3.4%  of  SNP.  By 
comparison,  i9A3  experts  were  *349.7  billion,  11.4%  of  SNP, 
and  imports  were  *333.3  billion,  10.9%  of  SNP.  Imports 
should  be  expected  to  rise  in  response  to  demands  for  war 


matarials  and  consumer  good*  (providing  merchant  shxpoing 
and  open  sealines  of  communicat  ions  continue  to  txitt) . 
Exports  of  war  materials  to  allies  likewise  could  be 
expected  to  increase. 

Inl£n»Sl_i*S.ti_4Dfi _ inaslil _ CSDlESt ills.  previously  stated, 

rising  interest  rates  will  prevent  many  would-be  borrowers 
from  making  sizable  purchases.  This  in  turn  will  reduce  the 
demand  for  homes,  cars  and  major  apliances  with  attendant 
re— direction  of  resources  to  war  production.  Interest 
rates,  if  pegged,  would  only  partially  accomplish  this 
goal.  Credit  controls  are  the  next  step  in  the  hierarchy. 
These  controls  are  an  administrative  burden  but  are  very 
effective  in  diminishing  demand  for  non-essent ial  goods. 
Credit  controls  can  be  imposed  over  a  wide  range  of  goods  in 
a  variety  of  ways.  Banks  and  other  financial  institutions 
can  be  retricted  from  making  loans  over  soecified  amounts, 
require  significant  deposits  toward  the  loan  or  be 
restricted  from  making  a  loan  at  all  in  the  case  of  homes, 
ears,  vacations  and  other  targeted  goods.  This,  again, 
allows  re-direction  of  resources  to  war  production  and  acts 
as  a  form  of  forced  savings.  Credit  controls,  lack  of 
durable  consumer  goods  and  expansion  of  the  economy  during 
MU  II  resulted  in  personal  savings  as  a  percent  of  personal 
income  rising  from  10.8*  in  1941  to  22. 2*  in  1944.  Savings 
as  a  peresnt  of  personal  income  was  S.  6*  in  198S.  It  is 


devious  :ha?  much  could  be  done  in  this  arsa. 

wagg  and  glr’c»  pent ro Is.  Thsse  controls  form  tn#  next  steo 
in  the  hierarchy  of  Actions  as  the  Arcs  of  lASt  reeort  is 
approached.  Wsg*  And  pries  controls  art  intanosd  to  rsducs 
or  control  inflation  and  provids  stabi 1 izat ion  in  ths  labor 
markst.  Thsss  controls  art  anathsma  to  a  frss  markst 
economy;  ths  markst  is  not  allowed  to  psrform  its  function 
of  allocating  goods  and  ssrvicss  on  ths  basis  of  supply  and 
demand.  Wage  and  pries  restrict  ions,  however,  can  be  very 
effective,  however,  as  long  as  the  patriotic  will  of  the 
people  holds  sway  over  normal  demand  patterns.  Wage  and 
price  controls  are  not  recommended  unless  absolutely 
necessary.  The  administrat i ve  costs  to  the  Federal 
government  of  operating  a  control  organisation  similar  in 
size  to  I4U  II  (6®,  *990  personnal )  would  be  considerable. 

Rat ionina.  Rationing  of  consumer  goods  is  the  last  resort  in 
the  hierarchy  of  actions.  The  market  place  is  much  better 
at  allocating  goods  than  any  government  agency  could  ever 
hope  to  be.  The  use  of  transfer  payments  for  the  truly 
needy  would  be  more  cost  effective  than  trying  to  decide  who 
gets  how  many  loaves  of  bread  or  gallons  of  gasoline.  The 
administrative  costs  would  be  tremendous  and  such  a  system 
would  be  fraught  with  opoort unity  for  graft  and  favoritism. 
A  rationing  system  should  only  be  considered  for  unusual 
situations  such  a  geographical  area  wnere  war  damage  has 


been  sustained 


5aA£.Siraasil-Insa!g«j^£gaiaisBli2a-Agd-Saviaai«. 

Assuming  the  Federal  government  initiates  some  combination  of  the 
actions  recommended  above  in  order  to  finance  the  war,  it  Mould 
be  of  interest  to  investigate  the  impact  on  the  consumer, 
particularly  with  an  eye  toward  personal  savings  available  for 
non-inf lat ionary  borrowing.  This  section  discusses  this  topic. 

Personal  income  as  a  percentage  of  SNP  has  been  relatively 
constant  over  the  past  45  years,  varying  from  a  high  in  1946  of 
34.8%  to  a  low  of  7®.  5%  in  1964.  This  percentage  has  averaged  81% 
during  the  past  4®  years.  SNP,  in  constant  1972  dollars,  has 
risen  from  *4®0. 4  billion  in  1941  to  *1475.5  billion  in  1982,  an 
increase  of  368%.  Per  capita  income,  in  constant  1972  dollars, 
has  risen  from  *2292.10  to  *5196.28  in  the  same  period,  an 
increase  of  226%.  Taxes  paid  (Federal,  state  and  local),  in 
constant  1972  dollars  have  risen  from  *10.6  billion  to  *191.6 
billion  in  1941  -  1982  period,  an  increase  of  1810%  or  44%  per 
year. 


Personal  consumption  as  a  percentage  of  income  has  remained 


relatively  constant  since  WU  II,  hovering  around  77%.  In  the 


years  prior  WW  II,  consumption  was  92%  of  income,  reflecting 


the  effects  of  the  decrees  ion.  Personal  savings  likewise 


i 
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ref leered  the  ceoreesion  prior  :o  ww  II;  reoresenr  mg  about  3%  of 
ircome.  Tha  affect s  on  tha  consumer  of  the  rapid  txDsnsion  of 
tnt  economy  curing  WW  II  with  direction  of  rtsourcts  to  war 
production,  improvac  wages,  credit  controls  and  tmonasis  on 
savings  are  most  vivialy  illustrated  by  consumption  and  savings. 
As  previously  stated,  personal  savings  increased  from  10. 8*  in 
1*341  to  22.2%  in  1344.  Personal  consumpt  ion  as  a  percentage  of 
income  fell  from  84.7%  to  65.3%  in  the  same  period.  This  is  all 
the  more  fascinating  in  that  consumption,  in  constant  1972 
dollars  rose  from  S2S9. $  billion  to  <292.4  billion  in  the  same 
period.  The  consumer  was  spending  proport ionately  less,  saving 
proport ionately  m-^re  and  still  had  more  money  to  spend  in  real 
terms.  Application  of  these  trends,  with  moderation,  to  the  WW 
II I  GNP  predictions  in  section  5.2  will  provide  an  estimate  of 
consumption  and  savings.  Assumptions  utilized  are: 

-  The  increase  in  aggregate  Federal  income  tax  would  be  from 
11.9%  to  14.  0%. 

-  State  and  local  taxes  would  remain  constant  at  about  4%  of 
persona l  i ncome . 

-  The  decrease  in  personal  consumption  as  a  percentage  of 
income  from  1941  to  1344  was  IS. 3%.  This  rate  seems  rather 
precioitous  (although  probably  possible  if  the  chips  were 
down);  hence  a  decrease  of  12%  will  be  used. 


Sxi sting  1382  level  of  percent  of  income  paid 


to  business 


for  intsrsst,  consumer  credit,  will  dsclins  to  1.5*.  This  is 


«n  arbitrary  asclins  but  considsrsd  conssrvat i vs. 

With  ths  aoovs  Assumptions,  WW  III  osrsonal  incoms 
distribution  would  bs  thus: 


Tabls  lid 


Prsdictsd 

WW  III 

Psrsona 1  I neons 

Distribut ion 

1383 

1984 

1985 

1986 

Psrsonal 

2494. 4 

316 3. 8 

3831.5 

4200. 6 

Incoms (bi 1 1 ions) 

Consumot ion 

1920.  7 

2277. 4 

2605.  4 

2730. 4 

*  Incoms 

77* 

72* 

68* 

65* 

Intsrsst  Paid 

57.3 

63.3 

72.8 

63.0 

*  Incoms 

2.  2% 

2.  0* 

1.9* 

• 

IA 

tt 

Taxss  Paid 

391.6 

531. 4 

682.0 

747.7 

*  Incoms 

15.  7% 

16.8* 

17.8* 

17.  a* 

Savings 

124.  7 

290.9 

471.  3 

659.5 

*  Incoms 

5.  0% 

9.2* 

12.  3* 

15.  7* 

contoarison  of 

orsvious  sstimatss 

of  budgst 

dsf  ic 

psrsonal  savings  for  WU  III  with  WW  II  follows: 

Tabls  11 

UU  II  Budgst  Dsficit  versus  Psrsonal 
Savings,  Prsdictsd  WW  III  Budgst 
Dsficit  vsrsus  Psrsonal  Savings 


1941 

1942 

1943 

1944 

Dsf ic it 

5.  t 

33.  1 

46.  6 

54.  5 

Savings 

10.  3 

£7.2 

32.  9 

36.6 
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1932 

1934 

1935 

1936 

Dsficit 

113.  a 

lias.  3 

47 8.  to 

597.  3 

Savings 

124.  7 

290.  9 

471.  3 

639.  3 

5.  13  Consumsr  Psychology. 

Ths  WW  III  projections,  whsn  comoartd  with  WW  II  data,  *r« 
obviously  optimistic.  It  doss  reveal,  however,  a  glimmer  of  hops 
for*  financing  a  Largs  portion  'of  ths  war  dsficit  with 
non— inf 1 at  ionary  parsonal  savings.  Ths  incrsass  in  ths 
psrcsntags  of  ths  national  dsbt  privatsly  hsld  (from  76.9%  in 
1941  to  30.6%  in  1944)  in  WW  II  indicatss  ths  govsrnmsnt  was 
rslativsly  succsssful  in  this  sffort.  This  succsss  in  conjuntion 
with  artificially  low  intsrsst  r at as,  wags  and  pries  controls  and 
trsmsndous  growth  in  productivity  lead  to  ths  astounding  growth 
of  GNP  during  WW  II.  Evan  mors  astounding  is  ths  fact  that  ths 
consumer’ s  lot  imorovsd.  Durabls  consumer  goods  wsrs  not 
availabls  but,  in  gsnsral,  ths  man  on  ths  strsst  was  bsttsr  off. 
Ha  had  mors  non— duraols  goods  availabls,  mors  monsy  in  his  pocket 
and  mors  monsy  going  into  savings  for  ths  day  ths  war  andad.  Qna 
dramatic  diffsrsnes  which  must  bs  borns  in  mind  by  dscision 
makers  is  ths  psychology  of  ths  consumsr  in  WW  II  and  ths 
prsssnt.  Ths  dsorsssien  prior  to  WW  II,  assoly  stensKS  in 
everyone’ s  msmory,  lad  ths  majority  of  oaooia  to  baliava  ths 
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economic  expansion  oubole  mouIq  burst  as  seen  as  tne  mar  Mas  ovar 


and  depressive  economic  cone ir ions  would  return.  This  caused 
many  saoalt  to  hole  their  money  for  ourchasas  after  the  war  whan 
it  was  generally  expected  prices  would  decline.  The  present  day 
consumer  is  not  imbued  with  such  an  outlook;  this  has  far 
reaching  consequences.  In  the  words  of  a  noted  economist  of  the 
day,  L.  V.  Chandler,  when  writing  of  WW  II: 

Large  sections  of  the  population  postponed 
purchases  to  wait  for  the  widely  predicted  downturn. 

It  is  frightening  to  contemplate  what  might  have 
happened  in  the  absence  of  widespread  fear  of  an  early 
postwar  depression. 


Lester  Chandler,  Inf I* l!l«— UPilld_Stitw_l34< 1943. 

Harper,  New  York,  1351,  ppA5 
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Chapter  6 


PLANNING  FOR  ECONOMIC  MOBILIZATION 


Mobilization  of  the  industrial  base  and  subsaquant  production  of 

Mar  materials  twill  ba  highly  dapandant  upon  tha  availability  of 

financial  rasoureas  and  tha  stability  of  tha  financial  system. 

Consequent ly,  aconomic  praparadnass  planning  and  intaragancy 

cooperation  arc  critical  issuas  for  national  mobilization.  To 

this  and,  savaral  lagislativa  acts  and  executive  ordars  provida 

3 

guidanca  for  currant  aconoaic  plannarss  Tha  NATIONAL  SECURITY 
ACT  OF  1947  requires  tha  Executive  branch  to 

"advisa  tha  Prasidant  concarning  tha  coordination 
of  military,  industrial,  and  civilian  mobilization, 
including  programs  ...for  tha  maintananca  and 
stabilization  of  tha  civilian  economy  in  time  of  war, 
and  for  tha  ad just mart  of  such  economy  to  war  needs  and 
conditions.  '* 


Executive  Order  1 149)9  provides  detailed  agency  guidanca  for 
aconomic  mobilization  praparadnass  *  For  example,  section  3Qt96 
charges  tha  heads  of  federal  agencies  to 


3.  Portions  of  this  section  are  auoted  directly  fromi  "Dirsrct  and 
Indirect  Emergency  Stabilization  Measures  and  Controls. "  an 
unoublished  background  paper  for  use  of  tha  Working  Sroup  on 
Economic  Stabilization  and  Public  Finance  of  tha  Emergency 
Mobilization  Preoardness  Board.  Washington!  FEMA,  1962. 
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"cooperate  with  tne  Federal  Ssitrgtn c/  Management 
Agency  <CSMA)  arc  the  federal  financial  agencies  in  the 
development  of  emergency  preoarednesm  measures 
involving  emergency  financial  and  credit  measures.,,," 


Sections  381  and  382  direct  the  Secretary  of  the  Treasury 


<«  '-J  B 


. ..develoo  policies,  plans,  and  procedures  for  the 
performance  of  emergency  functions  with  respect  to  (l) 
stabilization  aspects  of  the  monetary,  credit  and 
financial  system;  (2)  stabilisation  of  the  dollar  in 
relation  to  foreign  currencies;  (3)  collection  of 
revenue;  (4)  regulation  of  financial  institutions;  (S) 
supervision  of  the  Federal  depository  system;  (6) 
direction  of  transactions  in  government  securities;  (7) 
tax  and  debt  policies;  (8)-  part icipat ion  in  bilateral 
and  multilateral  financial  arrangements  with  foreign 
governments;  (9)  regulation  of  foreign  assets  in  the 
United  States  and  of  foreign  financial  dealings  (in 
consultation  with  the  Secretaries  of  State  and 
Commerce);  (18)  development  of  procedures  for  the 
manufacture  and/or  issuance  and  redemption  of 
securities,  stamps,  coins,  and  currency;  (11) 
develooment  of  systems  for  the  issuance  and  payment  of 
Treasury  checks;  (12)  maintenance  of  the  central 
government  accounting  and  financial  reporting 
system. ...( 16) grant ing  of  loans  (including 
part icipat ion  in  or  guarantees  of  loans)  for  the 
expansion  of  caoacity,  the  development  of  technological 
processes,  or  the  production  of  essential 
material . 

Section  382  Fin^gjfl  Coord inat ion.  The  Secretary 
shall  assume  the  initiative  in  developing  plans  for 
imolementat ion  of  national  policy  on  sharing  war  losses 
and  for  the  coordination  of  emergency  monetary,  credit, 
anc  Federal  benefit  payment  programs  of  those 
deoartments  and  agencies  which  have  responsibilities 
dependent  on  the  policies  or  capabilities  of  the 
Department . 


Section  1781  tasks  the  Federal  Bank  Supervisory  Agencies 
for : 


Financial  Plans  and  Programs.  The  Board  of 
Governors  of  the  Federal  Reserve  System,  the 
Comptroller  of  the  Currency,  the  Federal  Home  Loan  Bank 
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Board,  tne  “arm  Cred it  Administrat ion,  and  tna  Federal 
Deposit  Insurance  Coraorat ion  shall  participate  with 
the  Fecerai  Emergency  Management  Agency,  tha  Department 
of  tha  Treasury,  and  othar  agancias  in  tha  formulation 
of  amargancy  financial  and  stabilization  oolicias.  Tha 
heads  of  such  agancias  shall,  as  appropriate,  davaloo 
amargancy  plans,  programs,  and  regulations,  in 
consonanca  with  national  amargancy  financial  and 
stadi 1 izat ion  plans  and  policies,  to  cooa  with 
ootantiai  economic  affects  of  mobilization  or  an 
attack,  including,  but  not  limited  to  tha  following: 

C 1 ) Money  and  grad i t .  Provision  and  regulation  of 
money  and  credit  in  accordance  with  tha  needs  of  tha 
economy,  including  tha  acquisition  decentral izat ion, 
and  distribution  of  amargancy  supplies  of  currency;  tha 
collection  of  cash  items  and  non-cash  items;  and  tha 
conduct  of  fiscal  agency  and  foreign  operations. 

(2)  Financial  institutions.  Provision  for  tha 
continued  or  resumed  operation  of  banking,  savings  and 
loan,  and  farm  credit  inst it ut ions,  including  measures 
for  tha  recreation  of  evidence  of  assets  or  liabilities 
destroyed  or  inaccessible. 

<3)Licuiditv.  Provision  of  liquidity  necessary  to 
tha  continued  or  resumed  operation  of  banking,  savings 
and  loan,  credit  union,  and  farm  credit  institutions, 
including  those  damaged  or  destroyed  by  enemy  action. 

<  *  >  _ rithgriw_la _ *ng _ £r*Si.I _ transfers. 

Regulation  of  the  withdrawal  of  currency  and  the 
transfer  or  credits  including  deposit  and  snare  account 
balances. 

(5) insurance.  Provision  for  the  assumption  and 
discharge  of  liability  pertaining  to  insured  deposits 
and  insursfd  savings  accounts  or  withdrawable  shares  in 
banking  and  savings  and  loan  institutions  destroyed  or 
made  insolvent. 

Section  170S.  Shfrjng _ £f _ _ Head  of 

agencies  shall,  as  appropriate,  participate  with  the 
Federal  Emergency  Management  Agency  and  the  Department 
of  the  Treasury  in  the  development  of  policies,  plans 
and  procedures  for  implementat ion  of  national  oolicy  on 
sharing  war  losses. 


Section  22S0  tasks  the  National  Credit  Union  Acministrat ion 


Funct ions.  The  Administrator  of  the  National 


Crecit  Union  Acministrat ion  shall: 

< i ) Credit  Union  QBSrjtiong.  Prov i am  i ns truct ions 
to  *11  State  and  Federally  chartered  credit  union*  for 
the  aevelooment  of  emergency  olans  to  b*  put  into 
•ff*ct  as  soon  as  gossibl*  after  an  attack  upon  the 
United  States  in  order  to  guarantee  continuity  of 
credit  union  Oder at  ions. 

<2)  Economic  _ytabi li sat  ion.  Provide  guidance  and 
funds  as  necessary  to  credit  unions  that  will 
contribute  to  stabilisation  of  the  nation’s  economy  by 
helping  to  estaolish  and  maintain  a  sound  economic  base 
for  continuing  operations,  combating  inflation, 
maintaining  confidence  in  public  and  private  financial 
institutions,  and  promoting  thrift. 


The  Securities  and  Exchange  Commission’s  responsibilities 
are  as  follows: 

Section  2381.  Funct ions.  The  Securities  and 
Exchange  Commission  shall  collaborate  with  the 
Secretary  of  the  Treasury  in  the  development  of 
emergency  financial  control  plans,  programs, 
procedures,  and  regulations  fort 

(1) Stock  trading.  Temporary  closure  of  security 
exchanges,  suspension  of  redemotion  rights,  and 
freezing  of  stock  and  bond  prices,  if  required  in  the 
interest  of  maintaining  economic  controls. 

<2)  Modified  trading.  Development  of  plans 
designed  to  reestablish  and  maintain  a  stable  and 
orderly  market  for  securities  when  the  situation 
permits  under  emergency  conditions. 

<3)  gsalisllan _ a£ _ issanitill*  provision  of  a 

national  records  system  which  will  make  it  possible  to 
establish  current  ownership  of  securities  in  the  event 
major  trading  centers  and  depositories  are  destroyed. 

< 4) Flow  «gf.  capital.  The  control  of  the  formation 
and  flow  of  private  capital  as  it  relates  to  new 
securities  offerings  or  expansion  of  prior  offerings 
for  the  purpose  of  establishing  of  reestabl ishing 
industries  in  relation  to  the  Nation’s  needs  in  or 
following  a  national  emergency. 

Ellatsl _ 21 _ SlfliUl*  The  prevention  of  the 

flight  of  capital  outside  this  country,  in  coordination 
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with  th*  Secretary  of  Commtrc#,  and  th*  impounding  of 
securities  in  trie  hands  of  tnsmy  aliens. 


Won*  r*c*ntly,  NATIONAL  SECURITY  DECISIGN  DIRECTIVE  Number 
47  (NSDD— 47)  n**tat*d  th*  national  policy  for  emergency 
modi l isat ion  pr*par*an*ss  and  provided  g*n*ral  principles  for 
pregnant  planning.  Additionally  it  sat  forth  specific  polici** 
and  programs;  including  a  program  for  economic  stabilisation  and 
public  f inane*.  This  program  is  amoung  other  things,  to: 

. . . increase  capabilities  to:  provide  the 
government  with  efficient  and  equitable  financing 
sources  and  payments  mechanisms  for  emergencies;  and 

provide  fiscal  authorities  with  adequate 
revenue-raising  powers  to  stabilise  the  economy  in  the 
face  of  any  additional  resource  requirements  needed  to 
deal  with  or  recover  from  an  emergency;  available 
fiscal  measures  should  be  selected  to  provide  maximum 
efficiency  and  equity,  preserve  incentives,  and 
minimise  administrat iv*  burdens. 


NSDD— 47  also  directs  th*  Emergency  Mobilisation  Preparedness 
Board  to  prepare  a  plan  of  action  to  implement  these  programs. 
It  further  directs  all  departments  and  agencies  to  manage  their 
personnel  and  financal  to  develop  the  required  capability. 
Funding  is  to  be  accomplished  within  the  normal  budgeting 
process. 


6.  1  _gganaBic__SfcatiHizatlag-eB«pgg 


Under  current  planning,  when  war  is  imminent,  the  Director  of 
FSWA  will  forward  a  draft  Defense  Resources  Act  and  proposed 


executive  orders  to  the  Whit®  House  and  th®  Office  of  Management 
anc  Budget.  Th®  Defense  Resources  Act  wnen  cessed  woula,  among 
other  things,  authorize  th®  President  to  establish  th®  Office  of 
Defense  Resources  CCDR)  end  tne  Economic  Staoi 1 izat ion  Agency 
(ESA),  fit  the  seme  time,  FEMA  will  recommend  that  the  President 
impose  a  30  day  frees®  and  possibly  a  wage-price  rollback  to  hold 
the  line  until  the  ESA  is  fully  functional. 

The  Economic  Stabil izat ion  Agency  would  initially  be  staffed 
by  FEMA  personnel,  National  Defense  Executive  Reservists, 
personnel  detailed  from  other  Federal  agencies,  emergency  hires 
from  the  private  sector ,  and  volunteers.  Its  functions  would  be 
to  establish  a  national  emergency  stabilization  program  tot 
maintain  a  stable  price  and  cost  structure*  prevent  excessive 
growth  in  income;  and  assure  equitable  distribution  of  essential 
civilian  goods.  ESA  would  hopefully  have  a  nationally  recognized 
administrator  who  would  probably  report  directly  to  the 
President. 
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Chapter  7 


i 

SUMMARY 


ClMrly  there  is  no  assy  solution  to  ths  problems  of  trying  to 
finance  the  next  war  or  to  dealing  with  the  impact  of  that  crisis 
on  the  U.  S.  financial  network.  Equally  certain  is  the  fact  that 
there  is  no  singular  policy  that  can  adequately  cope  with  all 
exigencies  as  they  unfold.  What  is  generally  agreed  is  that,  as 
occurred  in  UU  II,  all  methods  of  available  finance  would  be 
employed,  and  the  full  gamut  of  indirect  and  direct  controls 
would  be  employed  in  an  effort  to  control  inflation  and  stabilise 
the  economy.  This  was  a  basic  assumption  at  the  beginning  and 
has  been  further  reinforced  during  the  research  that  was 
undertaken  for  this  paper. 

Although  the  crystal  ball  would  not  reveal  tne  conduct  and 
outcome  of  ww  III,  trier*  are,  nevertheless,  several  issues  which 
surfaced  tnat  are  of  particular  interest  and  snoulc  be  addressed 
to  be  Setter  prepared  to  deal  with  the  uncertaint ies  as  they 
become  aooarent . 


°ivotal  to  th#  fucciss  of  the  fecerai  govtrnnunc1  s  soliciM 
arc  essential  to  tne  economic  health  of  the  Nation  during  a  Major 
crisis  is  the  development  and  execution  of  sound  coord inatad 
aeonomic  planning  which  is  undar  ths  d inaction  of  a  cantral 
agancy.  There  is  still  a  longway  to  go  toward  this  and. 

Chapter  Six  discussad  thosa  agancias  that  hava  spacific 
tasks  for  aconoaic  praparadnass  planning  and  mebili ration  in  tha 
avant  of  a  national  emergency.  Our  studios  indicata  that  this  is 
assantially  tha  axtant  of  any  coord inatad  planning.  Praoccupiad 
with  axigancias  of  today's  problems,  littla  attantion  or  thought 

is  being  applied  to  planning  for  a  world  war,  which  say  never 

» 

happen  <Ue  hope) .  Tha  Federal  Emergency  Management  Agancy  (FEJSA) 
is  tha  executive  agent  for  mobilisation  matters  and  is  actively 
engaged  in  studies  and  exercises  to  tha  limit  of  its  resources* 
FEMA’ s  resources  are  finite  and  tha  direction  and  control  that  it 
exercies  are,  for  tha  most  part  limited  to  joint  exercises. 

There  is  considerable  difference  of  opinion  among  the 
agencies  rsgarding  methods  of  financs  and  stabilisation.  The 

Treasury  advocates  free— market  financing  with  little  or  no 
controls.  FS.MA  prefers  an  immediate  wage  and  price  freeze  at  the 
onset  of  hostilities,  and  the  Federal  Reserve  favors  letting 
interest  rates  rise  to  some  undetermined  level  and  then  impose 
credit  controls  as  rscuirsd.  None  of  these  policies  can  be 
emented  without  the  cooperation  of  several  agencies.  FEMA 


-  65  - 


imel 


iacxs  tns  clear  :o.  iruur*  that  Policies  »r*  wei  1  ccoroinateC. 
!*cr«vtr,  in  tint*  of  war,  rEH£*  3  authority  woulc  uncoubtedly  b* 
usurped  cy  tne  Sval  Cff  ice.  Therefore,  ail  central  planning 
caring  peacetime  should  also  3*  th*  direct  reeooneibi 1 ity  of  the 
off  is*  of  tne  President.  To  insure  effe ctive  planning  and 
coord  mat  ion  all  direction  should  be  initiated  by  th*  President's 
immediate  staff  or  the  National  Security  Council  rather  than 
expect  FSfft  to  manage  the  diverse  inputs  that  originate  from  the 
numerous  federal  agencies. 

A  common  complaint  was  that  the  Department  of  Defense  had 
not  adequately  done  its  homework.  Without  even  a  rough  estimate 
of  requirements  and  dollar  costs  for  a  WW  III,  it  was  difficult 
for  any  of  the  agencies  to  hypothesis*  th*  method*  of  finance  and 
controls  that  would  be  required.  Again  it  is  most  difficult  for 
DCD  to  be  thinking  in  STAR  WARS  terms  wnen  all  it*  t iee  is 
consumed  with  today's  budget  problems.  However,  it  is  a 
necessary  step  if  effective  planning  is  to  be  developed  and, 
secondarily,  it  could  provide  more  insight  to  the  economic 
effects  of  the  exorbitantly  high  costs  of  weapons  systems  and  th* 
long  lead  times  that  are  required  for  their  development. 

Althougn  th*  circumstances  of  WW  III  may  be  entirely 
different  than  any  of  th*  other  major  wars  in  which  th*  U.  S.  was 
involved,  it  is  safe  to  assume  that  a  large  portion  of  defense 
expenditure*  will  be  financed  by  an  exteneive  and  vigorou*  tax 
program.  A  war  that  require*  full  mobilization  presumably  would 
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net  present  tn*.  same  o:  l*mm«  as  occurred  during  Vistnam  when 
social  programs  comcetec  mightily  for  tn*  existing  federal 
collars.  '’lor*  tax  dollars  could  d*  squeezed  out  for  d*f*ns*  as 
th*  anayisis  of  UW  II  indicat**,  however,  there  Mould  still  be  a 
snort  fall  in  *xc*ss  of  *30  billion.  To  ov*rcom*  that  shortfall, 


government  borrowing 

would 

be 

necessary 

To 

prevent 

th* 

dangerous  expansion 

of  money 

and 

i ncome. 

specific 

fiscal 

and 

monetary  policies  will 

have  to 

be 

applied. 

Interest 

rates 

will 

hav»  to  b*  closely  monitored  and  maintained  no  higher  than  16  to 
16  X.  Securities  sales  to  th*  nonbank  public  should  b*  maximized 
and  sales  to  commercial  banks  and  the  Federal  Reserve  should  be 
avoided  or  at  least  minimized.  Credit  controls  are  particularly 
powerful  and  should  be  used  to  this  end. 

Direct  controls  should  no  longer  be  considered  only  as 
"tools  of  last  resort".  They  may  be  required  at  th*  outset  to 
give  indirect  controls  th*  ooport unity  to  become  effective.  2n 
order  to  effect  a  timely  initial  "general  freeze"  it  is  essential 
to  have  legislation  in  hand.  Accordingly,  the  Congress  should 
consider  enactment  of  standby  legislation  to  enable  th*  President 
to  take  immediate  action. 

When  faced  with  th*  uncertainty  of  another  World  War  and 
knowing  th*  high  cost  of  modern  weaoon  systems,  th*  high  cost  of 
tn*  "standing  army",  th*  large  proportion  of  federal  expenditures 
consumed  by  transfer  payments,  and  th*  reluctance  of  th*  general 
public  to  give  up  social  needs  for  defense,  it  is  very  easy,  to 
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become  ?Mi:.nist:c,  kMS  our  heads  burnfl  in  the  sand  arc  ignore 


the  areolae.  >>»evercheiess,  rhere  is  cause  for  octimisim.  fi  *1.3 

trillion  defense  budget  •for  tomorrow  snould  be  no  more 

inconceivable  than  a  *S7  billion  defense  budget  was  in  194-4. 

Janeway  ha*  said  that  "ameriean  primacy  is  the  result  of  its 

4 

economic  vigor,  not  its  political  wisdom'*.  The  economic 
strength  of  the  nation  will  determine  the  outcome  of  WW  III, 
should  it  ever  occur.  Without  a  sound  and  expanding  economy,  the 
margin  of  victory  will  be  severely  diminished.  In  order  to 
insure  a  healthy  economy,  wm  must  increase  our  productivity  today 
and  proceed  with  coordinated  economic  planning  for  that  war  which 
we  all  hope  never  comes  to  pass. 


4.  Janeway,  The  Economics  of  Crises; _ cITj. _ £2llll£la_*C£ _ 111 
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tercentages  usm-g  constant  13Ti  collars  f*r  tne  comcutation 
:*xcect  excorts  arc  imsorts  wr.ish  use  current  year  collars:. 
Ratios  using  current  /ear'  collars  for  computation  are  lasles 
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